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Mr. LoNe, from the Committee on Finance,
submitted the following

REPORT

[To accompany H.R. 10612]

The Committee on Finance, to which was referred the bill (H.R.
10612) to amend the Internal Revenue Code of 1954 to provide for
reform and simplification of income taxes, to extend income tax
reductions, to provide tax incentives for capital formation and energy
development, to'strengthen taxpayer rights, and for other purposes,
having considered same, reports favorably with amendments and
recommends that the bill as amended do pass.
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I. SUMMARY

The Finance Committee amendment to the Tax Reform Bill of
1976 (H.R. 10612) is designed to achieve four objectives-

* to improve the equity of the income tax at all income levels with-
out interfering with equally important goals of economic efficiency
and growth,

* to simplify many tax provisions, delete unnecessary language and
encourage taxpayers to use the standard deduction,

* to continue for the next 12 months the economic stimulus provided
in the Tax Reduction Act of 1975 and extended through the first half
of 1976 by the Revenue Adjustment Act of 1975, and

* to make improvements in the administration of the tax laws, par-
ticularly to strengthen taxpayers' rights.

The revenue effect of the tax revision and simplification provisions
of the committee amendment will be to increase receipts by $1.0
billion in fiscal year 1977 and to' reduce receipts by $0.1 billion in
fiscal year 1978 and by $0.3 billion by fiscal year 1981. The in-
dividual income tax reductions will initially reduce tax liability at
an annual rate of $15 billion, but since only the earned income credit
and the increases in the standard deduction are made permanent, the
longrun revenue loss from the individual tax cuts will be $5.5 billion
per year. In fiscal year 1977, the individual tax cuts reduce receipts
by $12.5 billion. The business tax reductions--the corporate rate cut
for small businesses and the extension of the 10-percent investment
credit-in the committee amendment will reduce tax liability by $5.4
billion per year and will reduce tax receipts in fiscal year 1977 by
$3.0 billion. ,,

Thus, the overall effect of the amendment will be to reduce receipts
by $14.5 billion in fiscal year 1977. This consists of $15.5 billion of
tax reductions, offset by almost $1 billion of tax reform. This tax re-
duction is consistent with the First Concurrent Resolution on the
Budget for Fiscal Year 1977.

The feedback, or stimulative, effect of the committee action has
been simulated with the Wharton Econometric Forecasting model.
It suggests that the committee amendment will increase the gross
national product by $5.4 billion in 1976 and by $10.5 billion in 1977.
It also is expected to increase by 400,000 the number of jobs avail-
able in 1977. Finally, the favorable economic impact of the amend-
ment should itself have a favorable effect on revenues to the extent
of $1.4 billion in the fiscal year 1977.

The committee believes that individuals and corporations should
bear their fair share of the overall tax burden, consistent with the
equally important goals of economic efficiency and growth. The com-
mittee amendment makes a variety of changes in the tax law designed
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to increase tax equity. These are designed not to interfere either with
the current economic recovery or with longrun economic growth.

Another important goal is simplification of the tax law and forms.
The public should be a le to understand the tax system, and the aver-
age taxpayer should not have to use a professional tsx return pre-
parer. This is particularly true of the tax provisions likely to be used
by the average middle or low income individual. The committee
amendment simplifies some of the more complicated widely used pro-
visions of the law. In addition, over 200 pages are devoted to delet-
ing obsolete language in the tax code.

The committee amendment also responds to our extremely serious
economic situation. Seven million Americans are now unemployed, and
there is a large gap between what the economy is now producing and
what it is capable of producing. Under these circumstances, it is es-
sential to continue the economic stimulus provided by the 1975 tax
cuts for individuals and businesses. The committee amendment makes
permanent about one-half of these tax reductions and extends the other
half for one year.

A fourth goal of the committee amendment is to improve the admin-
istration of the tax laws to strengthen taxpayers' rights and to make
tax collection more efficient. The amendment makes long overdue
changes in these areas.

The summary presented below outlines the principal features of the
bill under the four general headings referred to above.
Tax revision

1. The committee amendment significantly strengthens the existing
minimum tax for individuals, raising the rate from 10 percent to 15
percent, lowering the exemption to no more than $5,000 and adding
several new preferences to the base of the tax. These changes will great-
ly reduce the extent to which income can avoid all tax. (Title I).

2. The committee amendment expands the existing 50-percent maxi-
mum tax rate to include a limited amount of investment income. To
supplement the strengthened minimum tax as a means of discouraging
investment in tax shelters, the amendment provides that income eligible
for the maximum tax rate be reduced by all tax preferred income. This
is both a matter of fairness to those who do not take advantage of tax
shelters and is a way of discouraging the use of tax shelters (Title I).

3. The committee amendment provides rules to eliminate the abuses
of tax shelters. For farm operations, film purchases, equipment leasing,
and oil and gas drilling, losses resulting from accelerated deductions
are limited to the amount for which the taxpayer is "at risk." To pre-
vent conversion of ordinary income into capital gains, the amendment
strengthens the existing recapture rules for real estate and profes-
sional sports franchises. There are rules to restrict the use of limited
partnerships to syndicate tax shelter benefits and also limits on deduc-
tions for prepaid expenses. (Title II).

4. The committee amendment restricts business-related individual
income tax deductions in areas where there have been widespread
abuses. It limits deductions for expenses attributable to business use
of the home, rental of vacation homes and foreign conventions. The
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amendment also eliminates virtually all special tax treatment for
qualified stock options. (Title III).

5. To promote capital formation, the committee amendment makes
several changes in the investment tax credit. These include an addi-
tional 2-percent credit if an equivalent amount of stock is put into an
employee stock ownership plan. Also, the amendment allows refunds
of expiring investment tax credits. The carryover period for net operat-
ing losses is extended in place of the carryback period on an optional
basis, and the existing rules to prevent "trafficking" in losses are
strengthened. Taxes are reduced for the railroad industry through
changes in the investment credit and amortization rules. (Title VI.)

6. The committee amendment includes several new tax incentives
to promote energy conservation and to increase energy supplies. The
most significant of these are tax credits for home insulation expendi-
tures and solar energy equipment. Also, it denies some existing tax
incentives in cases where they are not contributing to energy conserva-
tion. (Title VII.)

7. There is a tax credit to promote recycling of waste materials.
(Title VII.)

8. There are major reforms in the tax treatment of foreign income.
Some of the advantages under the existing exclusion for income earned
abroad are eliminated; the use of foreign trusts to shelter income from
t-ax is eliminated; the preferential treatment for income from corpora-
tions doing business in less developed countries is ended; the per-
country limitation on the foreign tax credit is repealed, and a require-
ment is added providing that foreign losses deducted from U.S. income
are to be recaptured in future years; preferential treatment for capital
gains in determining the foreign tax credit is ended; the preferences
for Western Hemisphere Trade Corporations and China Trade Act
Corporations are repealed; and tax incentives for corporations operat-
ing in the possessions and Puerto Rico are extensively modified. Exist-
ing tax benefits are denied for income earned in connection with
foreign bribes or with participation in the Arab boycott of Israel or
similar international boycotts. (Title VIII.)

9. The existing tax incentive for exports (DISC) is made applicable
only for the increase in exports over a base period. (Title VIII.)

10. Interest earned in the U.S. is exempted from income tax in the
case of nonresident aliens and foreign corporations. (Title VIII.)

11. Private foundations are to be required to pay out their earnings
or 5 percent (instead of 6 percent or better) of their assets and are
to pay an audit-fee tax of 2 percent of income (instead of 4 percent).
(Title X.)

12. The provision for individual retirement accounts (IRA) is
modified to allow one spouse to set up such an account for a nonwork-
ing spouse. Other modifications are also made in the pension provisions.
(Title XI.)

13. Casualty insurance companies with losses are, subject to limita-
tions, permitted to file consolidated returns with life insurance com-
panies. (Title XI).

14. The expired provision for five-year amortization for pollution
control facilities is re-enacted, and these facilities also are qiven the
investment tax credit at two-thirds the usual rate. (Title XIII).



15. The committee amendment also makes several miscellaneous
changes in the tax law, dealing with tax treatment of condominiums,
real estate investment trusts, disaster loans, publishers, face-amount
certificates, student loan forgiveness, subchapter S corporations, the
work incentive (WIN) tax credit, corrections of the 1975 provisions
on percentage depletion for oil and gas, and other areas. (Title XIII).
Tax simplification

1. The committee amendment revises the existing optional tax
tables by basing them on taxable income instead of adjusted gross in-
come and increasing to $20,000 the maximum amount of taxable in-
come a taxpayer can have and still use the tables. (Title IV).

2. The deduction for alimony is made available to taxpayers who
claim the standard deduction. (Title IV).

3. The retirement income credit is significantly simplified and is
made more equitable by converting it into a "tax credit for the eld-
erly." The amount of income on which the credit is computed is in-
creased, and earned income is made eligible for the credit. To reduce
the revenue loss from these liberalizations and focus the relief where it
is most needed, the credit is phased out for taxpayers with high in-
comes and is eliminated for public employees under age 65. (Title IV).

4. The child care deduction is converted to a 20-percent tax credit.
The eligibility for the credit is to be broader than for the existing
deduction, and the provision is greatly simplified. (Title IV).

5. The complex sick pay exclusion is eliminated, except for the per-
manently and totally disabled. The exclusion of disability pay from
income is ended for future members of the Armed Forces. Veterans'
Administration benefits, however, remain tax exempt. (Title IV).

6. The deduction for moving expenses is simplified and liberalized.
(Title IV).

7. The difficult rules dealing with accumulation trusts are consid-
erably simplified. (Title IV).

8. The committee amendment limits the deduction for State and
local gasoline taxes to those above a $50 floor. (Title IV).

9. The committee amendment also contains the "deadwood bill"
that repeals and revises many obsolete and rarely used provisions of
the Internal Revenue Code. (Title XII).
Extemsion of tax reductiOns

1. The committee amendment makes permanent the increases in the
standard deduction in the Revenue Adjustment Act of 1975. It in-
creases the minimum standard deduction from $1,300 to $1,700 for
single returns and to $2,100 for joint returns. It raises the percentage
standard deduction from 15 percent to 16 percent. Also, it raises the
maximum standard deduction from $2,000 to $2,400 for single returns
and to $2,800 for joint returns. These changes involve a decrease in
budget receipts in fiscal year 1977 of $4.1 billion. (Title V).

2. The'refundable earned income credit of 10 percent of the initial
$4,000 of earnings. phased out as income raises from $4,000 to $8,000,
is made permanent. This involves a reduction in receipts in fiscal year
1977 of $0.7 billion. (Title V).

3. The general individual income tax credit (enacted for the first
half of 1976 in the Revenue Adjustment Act of 1975) is extended for
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12 additional months until June 30, 1977. This credit equals the
greater of $35 per taxpayer and dependent or 2 percent of the first9,000 of taxable income. The reduction in receipts in fiscal year 1977

is $7.6 billion. (Title V).
4. The tax reductions for small business are made permanent. These

increase the corporate surtax exemption from $25,000 to $50,000 and
reduce the tax rate on the first $25,000 of taxable income from 22 per-
cent to 20 percent. The, reduction in receipts in fiscal year 1977 is $1.7
billion. (Title V).

5. The increase in the investment credit to 10 percent is made
permanent. The decline in receipts in fiscal year 1977 is $1.3 billion
per year. (Title VI).
A dministrative provisions

1. The amendment contains rules for disclosure of private letter
rulings. (Title IX).

2. It provides definitive rules generally maintaining the confiden-
tiality of tax returns. (Title IX).

3. There are provisions for better regulation of tax return preparers.
(Title IX).

4. Restrictions are placed on jeopardy and termination assessments
and use of the administrative summons by the Internal Revenue
Service. (Title IX).

5. The committee amendment makes several changes in the with-
holding system. (Title IX).

6. The committee amendment provides for declaratory judgments
in determining the tax-exempt status of charitable organizations.
(Title X).



I. REASONS FOR THE BILL

The Tax Reform Bill of 1976, as amended by the Finance Com-
mittee, is designed to serve four major purposes. First, it is intended
to improve the equity of the tax system at all income levels without
impairing economic efficiency and growth. Second, the committee
amendment effects important simplifications of the tax system by
redrslting complex but widely used provisions, deleting obsolete
language, and encouraging taxpayers to switch to the standard deduc-
tion. Third, the amendment extends for one additional year the fiscal
stimulus provided by the Tax Reduction Act of 1975 and extended
by the Revenue Adjustment Act of 1975 and makes permanent about
half of these tax cuts. Fourth, the committee amendment improves the
administration of the tax laws, making it more efficient and strength-
ening taxpayers' rights.

Tax Revision

While no one contends that our income tax system does not need
improving, it is still widely acknowledged to be the best in the world.
The difficulty faced in improving the system is that the American
people want different things from their tax system. On the one hand,
they iyant every individual and corporation to pay a fair share of
the overall income, tax burden. In a system that depends heavily on
voluntary compliance with the tax laws, as ours does tax equity is
especially important. However, at the same time, Americans do not
want the income tax system to interfere with economic efficiency and
growth. This implies that tax changes to promote equity should not
retard either the current recovery from what has been the worst
recession since the 1930's or impede longrun growth in the economy.
The tax revisions in the committee amendment represent a careful
balance between these sometimes conflicting objectives.

The committee amendment contains many tax revisions, described
in more detail below, designed to eliminate tax abuses. This action is
necessary to keep people from losing confidence in the equity of our tax
system. It is essential that these abuses be eliminated, as is done in
the committee amendment.

The committee believes that many so-called "tax expenditures" do
not represent tax abuses but rather are legitimate incentives which
are desirable to accomplish widely held social goals. In many cases,
there seems to be wide agreement that tax expenditures should be re-
tained. These incentives, at least to some degree, are needed to im-
prove the performance of the economy, a goal that is especially sig-
nificant at this time of high unemployment; and repealing many of
these tax incentives would be counter-uroductive. Nevertheless, the
committee amendment significantly limits many of the incentive pro-
visions which it does not completely eliminate.

(7)



Minimum and maimum ta
The committee believes that high-income people should not be able

to escape liability for the individual income tax. Preventing this is a
major feature of the committee amendment. The amendment will
greatly reduce the incidence of tax avoidance by high-income people
through two related provisions-a stiffer minimum tax on tax-pre-
ferred income and a maximum tax designed to discourage use of tax
preferences.

The existing minimum tax for individuals is inadequate. In 1974 it
raised only $130 million, down from $182 million in 1973, which is only
a small fraction of total tax-preferred income. Also, the current mini-
mum tax for individuals is largely a tax on one preference--the ex-
cluded half of capital gains, which is seven-eighths of the prefer-
ences subject to the minimum tax. The committee amendment amends
the minimum tax both to increase its revenue yield and to broaden
considerably the tax preferences covered under the minimum tax.

The committee amendment raises the minimum tax rate from 10
percent to 15 percent. In place of the existing $30,000 exemption and
deduction for regular income taxes, the amendment has an exemption
equal to regular income taxes or $5,000, whichever is greater. To dis-
courage use of tax shelters, new minimum tax preferences are added
for construction period interest on real estate, accelerated deprecia-
tion on all personal property subject to a lease, and accelerated intangi-
ble drilling costs in excess of oil-related income. Excess investment
interest is added as a preference in place of the ineffective existing
limit on the deduction of such interest. Finally, to impose some tax in
cases where there is excessive use of itemized personal deductions, there
is a new preference for itemized deductions (other than medical ex-
penses and casualty losses) in excess of 60 percent of adjusted gross
income. There is a transitional rule to limit the impact of these changes
on subsidized housing.

While the minimum tax is designed to deal with taxpayers who pay
less than their fair share of tax, the committee felt that there should
also be some tax relief, in the form of expansion of the maximum tax,
for those who pay more than their fair share. Because of its structure,
this maximum tax also represents a positive inducement to direct pro-
ductive enterprise, rather than devoting time to seeking out economi-
cally inefficient tax shelters.

In 1969, Congress enacted a 50-percent maximum marginal tax rate
on income from personal services. To reduce the incentive to invest in
tax shelters, the law provides that income eligible for this maximum
rate be reduced by tax preferences (as defined under the minimum tax)
in excess of $30,000. The committee 'believes that this 50-percent maxi-
mum rate should be extended 'to a limited amount of investment in-
come; therefore, the amendment makes eligible for the 50-percent rate
an amount of investment income equal to the taxpayer's personal serv-
ice income (in excess of preferences) or $100,000, whichever is less.

The existing "preference offset" in the maximum tax has not been
as effective in discouraging investment in tax shelters as originally
planned. The committee amendment should greatly increase its effec-
tiveness in this respect. First, extending the maximum tax to a limited
amount of investment income will mean that many taxpayers will
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have no income at all taxed at rates higher than 50 percent, commonly
viewed as the rate bracket at which it is profitable.to begin utilizing
tax shelters. Second, the expanded list of tax preferences will makd
the preference offset much more effective. Finally, the amendment re-
peals the existing $30,000 floor on preferences that must reduce earned
income.

The committee believes that these minimum and maximum tax
change, together with other tax changes described below, will elimi-
nate the abuses associated with tax shelters to the extent appropriate
in view of their economic impact. The committee's approach is su-
perior to that 'adopted in the House bill-the limitation on artificial
osses (LAL). The committee rejected the LAL approach both be-

cause of its extreme complexity and because it would have had a serious
adverse impact on the economy.
Other tax shelter provisions

The committee believes that while the changes in the minimum
and maximum taxes deal with much of the problem, other changes are
also needed to end tax shelter abuses. Some investments are moti-
vated bv excessive concern with the tax benefits associated with them,
not their economic merits. In some cases the manner in which the
tax shelters are contrived is questionable even under present law. In
others, individuals are combining provisions of the law, or leveraging
them through nonrecourse borrowings, in a way clearly not intended
by Congress. The committee amendment contains 'a number of provi-
sions designed to curb these abuses without interfering with eco-
nomically worthwhile investments.

Some of these tax shelter provisions are dealt with by strengthening
the rules to prevent conversion of ordinary income into capital gains.
Thus, in the case of real estate and sports franchises, the present re-
capture rules are tightened or new ones added. For oil and gas drilling,
farm operations, equipment leasing, and film purchases, losses from
accelerated deductions are limited to the amount for which the individ-
ual is "at risk." This is designed to prevent leveraging of tax shelter
benefits through the use of nonrecourse loans. In addition, in the case
of farm syndicates and motion picture production companies, certain
costs are required to be capitalized and written off over the productive
period of the related assets. The provisions relating to various deduc-
tions and exclusions in the case of partnerships are tightened so that
the deductions or exclusions cannot be allocated among the various
partners according to whomever can maximize the tax benefits un-
less such allocation also has substantial economic effect. Also, limits are
placed on the amount of "bonus" first-year depreciation deductions of
the partners. Finally, the amendment includes limits on repaid ex-
pense deductions by farm syndicates and on prepaid interest
deductions.
Business expenses under the individual income tax

Many individuals are now claiming deductions for the business use
of their home or for expenses related to the rental of their vacation
homes for a brief part of the year. While in theory there is nothing
wrong with appropriate deductions for business or investment ex-
penses, in practice it is often extremely difficult to allocate between



deductible business expenses and nondeductible personal expenses. The
result is that many people are deducting as business deductions
amounts which really represent personal expenses. To deal with this

Another area where there is a tax abuse is claiming deductions for
oblem, the bill places strict limits on these deductions.
reign conventions in cases where the main purpose of the trip is

clearly pleasure. The committee amendment eliminates these deduc-
tions unless there are valid reasons for holding the convention outside
of North America (including the Caribbean).

The committee amendment repeals, with an exception for small busi-
nesses, the special tax treatment for qualified stock options. With
personal service income subject to a maximum rate of 50 percent, there
is not reason for not taxing as ordinary income these forms of com-
pensation.

The amendment also makes provision for the deduction of a limited
amount of business expenses of State legislators while at their State
capitals on official business.
CapitaZ formation

The committee is convinced that the U.S. economy is faced with a
severe shortage of capital. In 1973 and early 1974, there were capacity
sHortages in many major industries because investment in them
had been inadequate in the previous five years. The growth rate of
labor productivity has slowed, again because of inadequate investment.
We have had the most success in- stimulating investment in recent
years by the use of the investment tax credit. There appears to be a
close correlation since 1962 between the presence of the investment
credit and purchases of equipment. As a result, the committee amend-
ment makes the investment credit permanent at a 10-percent rate.
Studies by the committee estimate that for each dollar of revenue loss
from the investment credit, the propensity to invest increases by $1.30.
This stimulates the economy and provides partly offsetting increases
in Federal revenues.

The committee amendment modifies the investment tax credit to pro-
vide for an additional two percentage points of credit if the taxpayer
puts an equivalent amount of stock into an employee stock ownership
plan. This extends and expands a similar provision (which is currently
at a one-percent rate) enacted in 1975, but technical amendments
added (as well as the two-percent rate) should significantly increase
the extent to which the provision is used by business. This option is
desirable to broaden employees' ownership in business and thereby in-
crease their interest in improving productivity. This option will also
serve the twin goals of increasing capital accumulation and creating a
more equal distribution of wealth.

To make the credit available to less profitable businesses, the com-
mittee has made it refundable at the end of the 7-year carryover period.
In addition, carryovers of investment credits (as well as foreign tax
credits) which otherwise would expire in 1976 without being used,
because of limited or no profits in prior years, are extended for two
more years.

Another provision to promote capital accumulation, which will be
especially important for new business, is one that gives businesses an
option to elect an 8-year net operating loss carryforward instead of



the existing 3-year carryback and 5-year carryforward. By allowing
more flexibility in averaging profits and losses, this will encourage
risktaking. It will also encourage investment in new businesses, which
cannot use a loss carryback. The amendment tightens the existing rules
to prevent "trafficking" in losses, in order to reduce any tax incentives
towards business mergers. In addition, the capital loss carryover period
for mutual funds is extended from 5 years to 8 years.

For railroads, an industry in need of modernization which has trou-
ble generating internal funds, the committee amendment provides a
tax reduction through changes in the investment credit and in amor-
tization rules. For similar reasons, an investment credit is made avail-
able to the domestic merchant marine for funds withdrawn from their
tax-deferred ship construction fund to purchase ships.

Finally, the committee amendment, in order to encourage domestic
production, makes the investment credit available in the future for mo-
tion picture productions only where they are predominantly American-
produced films. For the past, a compromise between the Internal Rev-
enue Service and the industry is worked out as to the appropriate
investment credit intended under the relatively uncertain provisions
of prior law.
Energy incentives

Despite the Arab oil embargo of 1973-74, Congress has taken no
significant action to reduce our dependence on foreign oil. We are as
vulnerable now to an embargo as we were in 1973. In response to this
serious problem, the committee has added several new tax incentives
designed to reduce energy demand and increase supply.

To encourage use of insulation of existing buildings, the amend-
ment provides a refundable credit for home insulation and makes
business insulation eligible for the investment tax credit. It provides
tax incentives for solar and geothermal energy, making geothermal
energy eligible for percentage depletion and deduction of intangible
drilling costs and providing tax credits for installation of solar and
geothermal energy equipment. There is also a tax credit for heat
pumps.

The amendment provides additional investment credits (at 12 per-
cent) for investment in equipment needed to aid in developing alterna-
tive energy sources, including deep-mining coal equipment, coal-slurry
pipelines, waste-burning equipment, equipment to convert organic ma-
terial to fuels, geothermal energy, oil shale equipment and coal lique-
faction and gasification equipment. Investment in these alternative
sources is essential if we are to reduce our dependence on foreign oil.

Other energy-related provisions include changes to eliminate the
existing tax discrimination against use of rerefined lubricating oil and
instead to create a tax bias in its favor and a denial of the investment
credit for space heaters and air conditioners.

The amendment also contains a tax credit for use of recycled waste
materials.
Ta treatn-t of foreign in

The committee amendment makes several important changes in the
tax treatment of foreign income. It is necessary to strike a delicate
balance between encouraging the free flow of capital across national
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borders and making sure that the tax laws do not provide excessive
incentives for foreign investment instead of investment at home. The
committee decided to retain the basic structure of the taxation of for-
eign income--a foreign tax credit for income earned abroad and taxa-
tion of income of foreign subsidiaries (except in the case of "tax
haven" income) when returned to this country. However, it eliminates
virtually all other incentives for investment abroad.

An important change is the repeal of the per-country limitation on
the foreign tax credit. The per-country limit enables a firm with a losS
in one country and a profit in another to deduct the loss against U.S.
income and still avoid U.S. tax on the profit through the foreign tax
credit. Its repeal will eliminate this problem and will also greatly
simplify this part of the tax law. The committee amendment also pro-
vides for recapture of foreign losses deducted from U.S. income when
foreign profits are earned in subsequent years.

The committee amendment repeals numerous tax incentives which
favor investment in some foreign areas over others--those which favor
investment in less-developed country corporations, China Trade Act
corporations and Western Hemisphere trade corporations. It also
substantially revises and improves the tax provisions relating to U.S.
possessions. Except in the case of U.S. possessions, the committee felt
that there was no longer any good reason for favoring foreign invest-
ment in one of these foreign areas over another.

The committee amendment, while retaining the existing exclusion
for income earned abroad, has eliminated special features of this pro-
vision enabling those with income above the basic exemption levels to
obtain additional benefits from the exclusion.

A major area of controversy is the DISC provision that permits de-
ferral of tax for one:half of export 'income. To make this incentive
more efficient, the committee agreed to limit most DISC treatment to
the excess of a firm's exports above a moving base period level. Thus,
DISC tax deferral will generally only be available to firms who con-
tinue to increase their exports.

The committee does not believe that multinational corporations
should benefit from tax incentives when they engage in misconduct.
Thus, the amendment denies the foreign tax credit, tax deferral, DISC
treatment and the exclusion for income earned abroad for income
earned in connection with participation in international boycotts, Such
as the Arab boycott of Israel. Except for the exclusion for income
earned abroad, these incentives are also denied for income earned in
connection with foreign bribes.

The committee amendment makes permanent the existing exemption
for interest from the 30-percent withholding tax (or lower tax where
treaties are in effect) on nonresident aliens and foreign corporations
from bank accounts in the U.S. (scheduled ,to expire at the end of this
year), and extends this treatment to all portfolio interest -income.
This change will help attract foreign capital into the U.S. but without
providing incentives for investments in equities.

The committee amendment also corrects several technical errors
resulting from the changes in the taxation of foreign income made
by the Tax Reduction Act of 1975.



Other tax revisions
The committee amendment makes a large number of other relatively

minor revisions in the tax law. Many of these deal with inequities that
have come to the attention of the committee.

The committee amendment includes a number of provisions relating
to pensions. Probably the most important of these is one which expands
the existing provision for individual retirement accounts (IRAs) to
permit a working spouse to set up an IRA for a nonworking spouse.
This change recognizes the contributions to the family made by non-
working spouses and their need for income during old age. If an IRA
is set up for both spouses, a $2,000 contribution limit could apply. Con-
tributions could be made, subject to that limit, to a joint IRA or two
separate IRAs. If an IRA is not set lip for the spouse who isn't em-
ployed outside the home, the present $1,500 contribution limit would
continue to apply. Another pension provision permits an amount
of up to $750 to be set aside each year in an H.R. 10-type plan where
income is $15,000 or under without the amount being limited to 25
percent of an individual's income.

There are several amendments relating to tax-exempt organiza-
tions. Among these is one which reduces the excise tax on investment
income of private foundations from 4 percent to 2 percent because
the latter figure better reflects the IRS's administrative costs of regu-
lating private foundations. Another amendment sets the payout re-
quirement (if larger than actual earnings) for foundations at 5 per-
cent (instead of 6 percent) of asset value and provides that this limit
is not to be varied as interest rates generally change. A third sets up a
court review procedure where the IRS holds that an organization
does not qualify for exempt status.

There also are a number of changes relating to the taxation of
insurance companies. Among these is one which permits casualty in-
surance companies to file consolidated returns with life insurance
companies but in a manner which does not permit the losses of the
casualty companies to remove more than half of the life insurance
income from taxation. Another amendment continues for two more
years the present treatment of salary reduction plans and similar plans.

There are technical changes in the tax treatment of real estate invest-
ment trusts, housing cooperatives and condominiums, authors and
publishers, creditors of political parties, subchapter S corporations,
the work incentive (WIN) tax credit, face-amount certificates, per-
sonal holding companies, oil and gas producers, losses from disasters,
and deductions for removing architectural and transportation barriers
for handicapped people.

Several tax provisions that have recently expired are extended in
the committee amendment. These include rapid amortization provi-
sions for pollution control facilities and rehabilitated low-income
housing. Pollution control facilities are also given two-thirds of the
normal investment credit, which differs from the prior provision under
which 5-year amortization was an alternative to the investment credit.
The committee believes that since Federal regulations require instal-
lation of pollution control equipment, it is equitable to reduce the cost
of capital for such equipment. Also, the exclusion from income for
certain forgiven student loans is extended through 1978.
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Tax Simplification

Tax simplification is the second major goal of the committee amend-
ment. Simplification must be an ongoing process, and the individual
provisions of the tax law must be reexamined periodically to see how
they contribute to the complexity of the law. Unless this reexamination
occurs, the law will grow gradually more complicated as new provisions
are added to achieve new goals of society. This amendment repeals or
restructures some of the more complicated provisions of the law.

One such provision concerns the use of the tax tables. The amendment
eliminates the existing tax tables based on adjusted gross income,
which have been a major source of taxpayer error, and substitutes a
simpler set of tables based on taxable income. It also raises to $20,000
the taxable income level where these tax tables may be used. From the
standpoint of the average taxpayer this may well represent the
most significant simplication made.

A second simplification concerns the retirement income credit. This
was originally designed to give those who retire without social security
tax exemptions similar to that accorded social security benefits. As a
result, eligibility for the credit and its computation were designed to
follow as closely as possible eligibility for, and computation of, social
security benefits. This has required a complex form that requires a
whole page, and it is estimated that a large fraction of the people
eligible for the credit either do not claim it or make errors in com-
puting it. In response to this problem, the committee has restructured
the credit to eliminate virtually all the complexity, even though this
means breaking the close link between the retirement income credit
and social security eligibility. This new credit for the elderly will be
fairer than the retirement income credit in existing law since it will
also be applicable to earned income for taxpayers age 65 or over. Also,
the amendment repeals the credit.for retired public employees below
age 65, since this group should not have special tax treatment not
available to other retired persons.

Another complicated provision is the sick pay exclusion. In this case,
the committee has concluded that the exclusion should be allowed only
for persons who are permanently and totally disabled, since for other
people there is no reason why sick pay should be treated more favorably
than wage income, particularly in view of the deductibility of medical
and drug expenses. For those still eligible for the sick pay exclusion,
the provision has been considerably simplified and coordinated with
the new credit for the elderly.

The committee amendment makes major changes in the treatment
of child and dependent care expenses. Currently, these are allowed as
an itemized deduction, subject to some complicated limitations. The
amendment converts the deduction into a 20-percent credit, so that it
will be available to those who use the standard deduction as well as to
itemizers and so that it will provide the same tax relief to taxpayers
in low brackets as to those in high brackets. The child care deduction
in existing law is worth 70 cents for each dollar of child care expenses
for a taxpayer in the 70-percent bracket, but only 14 cents to a low-
bracket taxpayer who itemizes deductions. and nothing to someone
who uses the "standard deduction. The new credit will be worth 20
cents for each dollar of child care expenses for all taxpayers. In ad-
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dition, the. amendment -significantly simplifies the child care pro-
vision and broadens eligibility for it.

The committee amendment makes several other changes that will
simplify the law or make it more equitable, including a revision of
the rules relating to accumulation trusts and the moving expense de-
duction. The alimony deduction is moved from an itemized deduction
to a deduction in determining adjusted gross income, so that it can be
used by people who take the standard deduction.

One of the most difficult, widery-used deductions is the one for
State and local gasoline taxes. Few taxpayers compute this deduction
accurately, and permitting such a deduction is also contrary to the
nation's energy policy. Thus, the committee has decided to limit this
deduction to taxes above a $50 floor, so that many taxpayers will not
have to take the trouble of computing it. The deduction will still be
available, above the $50 floor, to those who use large amounts of
gasoline.

There are some cases where it is possible to achieve some tax
simplification without changing the substance of the law. The amend-
ment includes the so-called "deadwood bill" which deletes obsolete
and rarely used provisions from the Internal Revenue Code and makes
many other changes to shorten and simplify the Code.

These provisions are only the beginning of what must be a continual
process of tax simplification. The committee plans further simplifica-
tion measures and has instructed the staff of the Joint Committee on
Taxation to conduct a comprehensive study of ways to sim-
plify the income tax system. Also, the amendment instructs the Secre-
tary of the Treasury to furnish to Congress the results of Treasury
studies on tax simplification.

Extension of Tax Reductions

Economic conditions
A third major purpose of the committee amendment to H.R. 10612

is to extend the fiscal stimulus provided by the Tax Reduction Act of
1975 and subsequently extended for the first half of 1976. The Tax
Reduction Act provided a tax cut, a tax rebate and increased expend-
itures totaling $23 billion for 1975.1

The 1975 tax cut included a temporary increase in the standard
deduction and a $30 nonrefundable tax credit for each taxpayer and
dependent, which reduced tax liability by $8 billion and was reflected in
lower withheld and estimated tax payments over the last 8 months of
1975. There was also an earned income credit involving $1.4 billion 1nd
a home purchase credit amounting to about $0.6 billion. Finally, there
were business tax reductions-an increase in the investment tax credit
and a corporate rate cut for small businesses--amounting to $5 billion.

The 1975 increase in the standard, deduction and the $30 credit,
which reduced tax liability by $8 billion, were reflected in lower with-
held and estimated tax payments over the last 8 months of 1975 at the
rate of $1 billion per month, or $12 billion per year. In the Revenue
Adjustment Act of 1975, Congress decided to extend these same with-
hol.ding rates for the first half of 1976 and to provide a cut in tax lia-

'This Included a rebate on 1974 individual income taxes of $8.4 billion and a $50 one-
time payment to social security recipients and Increased unemployment compensation
amounting to $2 billion.



bility for 1976 approximately equal to this $6 billion reduction in with-
holding. Also, that Act extended the small business tax cuts and the
earned income credit for the first half of 1976. (The increase in the
investment credit had been put into effect for 1975 and 1976 in the
Tax Reduction Act.)

The committee has analyzed economic conditions and believes it is
inappropriate to withdraw the economic stimulus provided by the tax
reductions. Due in no small part to the tax reductions, there has been
an adequate rate of recovery from the 1974-75 recession in the past
12 months. Output has grown at a rate of 7 percent, and we have re-
gained the level of income and production that existed at the end of
1973, prior to the recession. Since then, however, the capacity of the
economy has grown and will continue to grow, and the economic fore-
casts examined by the committee indicate that there is likely to be
excess capacity in the economy for at least the next year. While the
unemployment rate has fallen fromn 9 percent to 7.3 percent, the exist-
ing employment rate is still unacceptably high. For these reasons,
the committee has agreed to extend the existing tax cuts for at least
another 12 months and to make about one-half of the tax cuts
permanent.

The committee does not believe that a permanent extension of the
entire $20 billion in tax reductions now in effect is appropriate at this
time. There is uncertainty about just how much excess capacity now
exists in the economy, how serious will be the inflation problem in the
years ahead and what budgetary requirements will be for the rest of
the decade.

The committee asked eight prominent economists, drawn equally
from both major political parties, whether they favored an extension
,of the existing $20 billion in tax cuts and, if so, for how long. Seven of
them were former members of the Council of Economic Advisers. All
of the economists favored extension of the tax cuts at least for the rest
of this year, but only four of them thought the cuts should be made
permanent.

In view of the uncertain economic and budgetary situation, the com-
mittee has agreed to make one-half of the $20 billion tax reduction
permanent and to extend the other half only for one year-until June
30, 1977. This will afford the Congress and Administration next year
an opportunity to review economic conditions and the fiscal require-
ments to see what, if any, further extensions of these tax cuts should
be made.
!ndvidual tax reduction

The committee amendment makes permanent $5.5 billion of individ-
ual tax reductions. These are the increases in the standard deduction
and the earned income credit. The amendment extends for one year the
general tax credit adopted in the Revenue Adjustment Act, which in-
volves a tax cut of $9.7 billion.

The committee amendment permanently increases the. minimum
standard deduction (or low-income allowance) from $1,300 to $1,700
for single returns and to $2,100 for joint returns. It increases the per-
centage standard deduction from 15 percent to 16 percent. Also, it
increases the maximum standard deduction from $2,000 to $2,400 for
single returns and to $2,800 for joint returns. This will reduce tax lia-
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bility at a rate of $4.1 billion and will lower budget receipts in fiscal
year 1977 by $4.1 billion. This increase in the standard deduction rep-
resents a major simplification of the individual income tax, since it will
make it worthwhile for filers of 9 million tax returns to switch to the
standard deduction. Also, this change creates greater tax equity, since
itemized deductions have been free to rise with inflation, while the
mimmum and maximum standard deductions stay constant unless there
is specific legislative action.

There is also a permanent extension of the earned income credit.
This is a refundable credit, available only to people with dependent
children, equal to 10 percent of the first $4,000 of earnings, phased
out as income rises between $4,000 and $8,000. It involves a cut in
tax liability at a rate of $1.3 billion, and a reduction in fiscal year 1977
budget receipts of $0.7 billion. The earned income credit provides a
strong work incentive for those who are limited to jobs that pay low
wages. It provides desperately needed tax relief to a hard-pressed
group, who are faced with high food and energy prices and are sub-
ject to the payroll tax.

The committee amendment extends for one year the general tax
credit adopted in the Revenue Adjustment Act, which reduces tax
liability at a rate of $9.7 billion. The one-year extension will reduce
fiscal year 1977 receipts by $7.6 billion. This credit equals the greater
of $35 for each taxpayer and dependent or 2 percent of the first $9,000
of taxable income.

Together, the individual tax cuts amount to a cut in tax liability
at an annual rate of $15 billion. They will reduce budget receipts in
fiscal year 1977 by $12.5 billion.
Bqinn tax redutioms

In order to provide sufficient economic stimulus and to encourage
businesses to invest, the committee amendment makes permanent the
business tax cuts from the Tax Reduction Act of 1975. These reduce
tax liability at a rate of $5.4 billion and will reduce tax receipts in
fiscal year 1977 by $3.0 billion.

The committee amendment makes permanent the current 10-percent
investment (applicable now through 1976). This represents an in-
crease from the previous 7-percent rate for most businesses and from
the 4-percent rate for public utilities. Also, the amendment perma-
nently increases the limit on used property eligible for the credit from
$50,000 to $100,000. These changes will reduce tax liability by $3.3
billion in 1977 and will lower budget receipts by $1.3 billion in fiscal
year 1977.

The investment credit has proven an effective way to stimulate in-
vestment in equipment. Its enactment in 1962 and its reenactment in
1971 were followed by investment booms, and its suspension in 1966
and repeal in 1969 were followed by sharp declines in investment.
According to the equations in the Chase Econometric model, an in-
crease in the rate of the investment credit costing $1.00 will increase
the propensity of businesses to invest by about $1.30, an impact that
builds up over a three-year period. We need to increase investment
in the U.S. economy to improve our standard of living and to achieve
energy, environmental and other goals; and under these circumstances,
the committee believes a permanent extension of the 10-percent in-



vestment credit is appropriate. The credit for utilities is increased
to the same rate as that for other businesses because the committee
believes they should be able to compete for capital on the same basis
as other industries.

The committee amendment also makes permanent the small busi-
ness tax cuts enacted in 1975. These increase the corporate surtax
exemption from $25,000 to $50,000 and reduce the tax rate in the
initial $25,000 of corporate income from 22 percent to 20 percent. The
reduction in tax liability is $2.1 billion in 1977, and the reduction in
budget receipts is $1.7 billion in fiscal year 1977. This change will im-
prove the competitive position of small business.
Economic effects of tax cut erterstion

The extension of these tax reductions should cause a significant
increase in output and employment. Table I shows forecasts of the
economy, using the Chase Econometric model, under the assumption
that the tax cuts are extended and that they are allowed to expire.
It shows that the tax cuts can be expected to increase gross national
product by $23 billion by the end of 1977. This would be more than
a one-percent increase in real output. Investment in plant and equip-ment is expected to be higher by 2 percent because of the tax cut.
The unemployment rate is expected to be lower by 0.4 percent, or
by 400,000 workers. .

The Wharton Econometric Forecasting model suggests an increase
in gross national product of as much as $16 billion through 1977 and
also an increase of 400,000 in jobs in 1977. This model further suggests
that the stimulative effect of the committee amendment will be to in-
crease receipts in 1977 by $1.4 billion.

TABLE I.-ECONOMIC EFFECTS OF TAX CUT EXTENSION I

[Dollar amounts in billions]

Year and quarter

1976 1977
in II il1 IV i it iii IV

5NP (crrant p frce):= cut ------------------------ 5 .613 $1662 $1,709 5176 5,1115 $133l $1,814 $5,9
Without tex cut -------------------- 1,3 1,662 1,707 1,758 1,804 1,853 1,94 1,936
Dilaene ----------------------------- 3 0 3 +2 +7 +11 +16 +20 +2i

GNP 172 pie)itt .......................... ,2, 1,253 1,276 1,25 1313 5, 3 ,333 3 ,342
Without tax cut -------.---------------- 1,241 1,258 1,275 1.290 1,305 1,319 1.325 5,318

Percent difference ------------------- 0 O 0 +.4 +.6 +.1 +1.6 +1.5
Une lo nt rate (percent): 6. 6.6 6.6 6.3 7.2

Without tax cut ------------------------ 7.5 7.3 7.1 6.9 6,8 6.8 7.0 7.6
Differe ce -------------------------- 0 0 0 -. 1 -. 1 -. 2 -. 3 -. 4

Investment in plant and equipment (1972
Ac -...... ................ 77 82 85 So 94 96 go 3

Without tax cut ........................ 77 32 35 s0 94 95 96 96
Difference .......................... 0 0 0 0 ' +1 +2 +2

SForecasts with Chase econometric model. Tax cuts Include Individual tax cuts, corporate rate cut for small bunoss,
and it-percnt investment credit.
2 Actual figues.
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Administrative Provisions

A fourth major goal of the committee amendment is to improve
the administration of the tax laws. The amendment contains several
provisions to improve efficiency of administration through changes
in withholding taxes and better regulation of tax return preparers.
The most significant administrative provisions are those which
strengthen taxpayers' rights.

The committee amendment provides definitive rules relating to the
confidentiality of tax returns, an area where there has been much abuse
in the past. It strictly limits disclosure of information from tax re-
turns. The ability of the Internal Revenue Service to use jeopardy
and termination assessments and to issue so-called "John Doe" sum-
mons also is limited.

At the same time, rules are provided for the publication of pri-
vate letter rulings so everyone will have an equal opportunity to know
the view of the IRS on the proper interpretation of the tax law.
New rules are also added to aid the Service in reviewing the way in
which tax return preparers carry out their duties.

In the case of withholding tax provisions, a number of changes are
made: provision is made to withhold at the rate of 20 percent on in-
come from most wagering where the amount won is $1,000 or over;
in the case of fishing vessels where the catch is shared, the sternmen
are treated as independent contractors; and provision is made for the
withholding of State and local income taxes on a mandatory basis.



III. REVENUE EFFECTS

As indicated in Table 1, the tax reform provisions of the committee
amendment to H.R. 10612 are estimated to result in an increase of
ahnost $1 billion in fiscal year 1977, and small decreases ranging b?-
tween $80 million and $263 million in the fiscal years 1978 through
1981. Extension of the income tax cuts made by the Revenue Adjust-
ment Act of 1975 is estimated to result in a decrease in receipts of $15.5
billion in fiscal year 1977, $11.5 billion in fiscal year 1978, $11.6 billion
in fiscal year 1979, and somewhat greater amounts thereafter. In the
fiscal year 1977, most of the tax reduction is accounted for by the indi-
vidual income tax reduction since the 10-percent investment credit
rate is effective through the end of 1976 under present law. The com-
bined effect on tax receipts of the tax reform and tax reduction provi-
sions in the committee amendment is a decrease of $14.5 billion in fiscal
year 1977, of $11.6 billion in fiscal year 1978, of $11.8 billion' in 1979,
of $12.3 billion in 1980 and of $13 billion in 1981.

The Wharton economic forecasting model suggests that, because of
the stimulative effect of the amendment, additional receipts of $1.4
billion will be generated in fiscal year 1977 resulting in a net reduction
of receipts in that year of $13.1 billion rather than $14.5 billion.

Table 2 shows the changes in calendar year tax liability under the
committee amendment. The individual income tax reductions total $7.5
billion for calendar year 1976, $10.5 billion for 1977, $5.6 billion for
1978, $5.8 billion for 1979, $6 billion for 1980, and $6.2 billion for 1981.
Permanent extension of the 10-percent investment tax credit and the
change in corporate tax rates are estimated to result in decreased tax
liability for business of almost $1 billion for 1976, $5.4 billion for 1977,
$5.7 billion for 1978, $6.1 billion for 1979, $6.4 billion for 1980, and
$6.9 billion for 1981. The combined effect on tax liability of the tax
reform and tax reduction provisions in the committee amendment is
a decrease of $7.3 billion in calendar year 1976, of $15.7 billion in
1977, of $11.4 billion in 1978, of $12 billion in 1979, of $12.5 billion
in 1980 and $13.3 billion in 1981.

Table 3 shows the impact on tax receipts of each of the tax reform
provisions in the transition quarter and in each of the fiscal years
1977 through 1981. As indicated in this table, the chief contributors
to revenue raising tax reform are the minimum tax provision, repre-
senting close to $1 billion for 1977; the sick pay provision, about $350
million: the $50 floor under the gas tax deduction, nearly $300 million;
and the business use of homes and rental of vacation homes provisions,
about $200 million. The principal categories of revenue reducing tax
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reform are the child care provisions, almost $350 million for 1977; the
ESOP provisions, $235 million; the home insulation tax credit pro-
vision, almost $200 million; and the retirement income credit provi-
sion $101 million. Table 3 also breaks down the net effect of the tax
reform provisions between individuals and corporations.

Table4 presents in terms of calendar year liability the data set forth
in Table 3 on a fiscal year receipts basis.

Tables 5, 6, and 7 show, by adjusted gross income class, for calendar
years 1976, 1977, and 1978, respectively, the decrease in individual in-
come tax liability resulting from the permanent extension of the
standard deduction and earned income credit provisions and the ex-
tension through June 30, 1977, of the per capita tax credit provision.

Table 5, which reflects the effect of a six-month extension in 1976
(July 1-December 31) of the three individual income tax cut provi-
sions of the committee amendment, shows that almost 40 percent of the
$7.2 billion reduction goes to returns with less than $10,000 of ad-
justed gross income, 24 percent goes to returns with bet ween 310,000
and $15,000 of adjusted gross income, and almost 18.5 percent to re-
turns with adjusted gross income between $15,000 and $20.0 of ad-
justed gross income. This table also indicates that 71.9 million returns
show a decrease in tax liability, of which 3.2 million become non-
taxable returns. Also, as indicated in this table, 4.5 million returns
are estimated to shift to the standard deduction.

Table 6, which reflects the effect in 1977 of a full extension of
the standard deduction and earned income credit provisions and a
half-year extension of the per capita tax credit (through June 30,
1977), shows that over 48 percent of the $9.7 billion reduction goes to
returns with less than $10,000 of adjusted gross income, almost 20 per-
cent to returns with between $10,000 and $15,000, and 17 percent to
returns with between $15,000 and $20,000. Almost 74 million returns
show a decrease in tax liability, of which 5.4 million become non-
taxable and 9.3 million shift to the standard deduction.

Table 7, which reflects the effect in 1978 of a full year extension
of the standard deduction and earned income credit provisions of the
committee amendment, shows that over 68 percent of the $5.2 billion
reduction goes to returns with less than $10,000 of adjusted gross
income, almost 10.5 percent goes to returns with between $10,000 and
$15,000, and almost 13 percent to returns with between $15,000 and
$20,000. Close to 51 million returns show a decrease in tax liability,
of which 4.2 million become nontaxable and 9.3 million shift to the
standard deduction.

Tables 8, 9, and 10 show for selected tax returns. representing dif-
ferent marital status, different numbers of exemptions, and different
levels of adjusted gross income, the tax burden under present law and
under the standard deduction, earned income credit, and per capita
tax credit provisions of the committee amendment for calendar years
1976,1977, and 1978, respectively.



TABLE 1.-TAX REFORM AND EXTENSION OF TAX CUTS UNDER THE COMMITTEE AMENDMENT: ESTIMATED
EFFECT ON FISCAL YEAR TAX RECEIPTS

[in millllm ofdolsrs]

Fiscal year-

TraMtion
quarter 1977 1978 1979 I=E 11

Te rion. preram:
Revenue "aisn proveis------- 184 2,536 2,19 3,000 a 3IR 3,612
Revesu reducing provisions.. ... -227 -1,556 -2UB -3,20 -X 444 -31 875

Total, tax reform program_ ---- -43 900 -80 -160 -128 -263

Extension of tax cub:
Standard deduction ------------- -719 -4,146 -4,282 -4,495 -4,721 -4,916

P=r!pi-a tax credit. ------ - -1,675 --7,63 3 -67 .............-...... --Eandincome credit ........................- 8R65 -1, 335 -1, 282 -1, 230 -1. IRS

Total, individuals ----------- -2, 4 -12,479 -,0984 -5,777 -,91 -,017

Change In corporate tax rates ... -262 -1676 -2221 -2, 406 -2,579 -2,771
10-percent Investment credit.....-------------1300 -3 06 -3, 460 -3617 -3814

Total, business -------------- -262 -2,976 -5,527 -5,866 -,196 -A6o

Total, extension of ta cus ..... -2,656 -15,455 -11,511 -11,643 -12,147 -12, 72

Grand total ------------------ -2,699 -14,475 -11, 11 -11,03 -12,275 -12,985

TABLE 2.-TAX REFORM AND EXTENSION OF TAX CUTS UNDER THE COMMITTEE AMENDMENT: ESTIMATED
EFFECT ON CALENDAR YEAR TAX LIABILITY

[in millions of dollars

Calendar year-

1976 1977 1978 1979 1980 191

Tas reform prosim:
Revenue ren pions....... 2.223 2,987 3,060 3251 3,606 3,976
Revenue reduclnS provisions ..... 7 -2796 -3120 33 -3,743 -4,

Total, tax reform program ------ 1,194 191 -60 -0 -126 -209

Cxtension of tax cus:
Standard deduction ------------ 153 -4,146 -4,353 -4,571 -4,800 -3,6040
Per captaax credi-t.- ------ -4,635 -,045 ...................
Earnd lsenncrdit. ----------- -695 -1.= -1,212 -1,23 -51"01 - :ji

Total, individuals ............. -- 7483 -10,526 -5, 35 -501 -,091 -- ,174

ChanEge in corporate tax rates ---- -975 -2,140 -2, 322 -2, 507 -267 -2, K
10 percent investment credit -------------- 3,20 -3, 5 - , 566 -3711 -3 971

Total, business ----------- --- 975 -5,395 -,717 -6, 073 -6, 378 -6,m

Total, extension of ae cuts --- -,458 -15,921 -11,352 -11,8+4 -12,359 -304

Grand total ------------------ -7,264 -15,730 -11,412 -11,962 -12,495 -13,252
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TABLE .- TAX REFORM UNDER THE COMMITTEE AMENDMENT L-EFFECT ON FISCAL YEAR TAX RECEIPTS

liin ihnflmof dars]

Trunllton
quarter 1977 1978 1979 1980 1981

MINIMUM AND
MAXIMUM TAXES

Minimum tax ..................................
Madmum tax ...................................

Total ------------------------

OTHER TAX SHELTER
PROVISIONS

Umitalion on lons with respect to
moon picture film, livestock and
certain crupu 12 the amount for
Which th apaer Is "at risk ()

Umitation o doduin for doredu-
un wth re to equipment leas-
ing to Ore amount Or which the
tapayer lessor is "at risk ....... (0)
oduc fo far Intangible drilling and
development cost allowable only to
taxpayers "at risk- --------------- 5

Recapture of depreciaion on realmrrperty--------------........... (5)
Eanion o 5-yr am tiin reha-

hiliteatd innoeronme bonsi. .... ()
Requirement that form syndicates

capitalize prepald eopenes ........
Sope of waIear of statute of Ilmits-

Nonsnecnes acivileannteonagged
ino~pror ., (3)

Termnonf uddlioon to emeos
deductiono counts under nec. 1251. ()

Requirement that service company
producing notion pictures. bool
records etc.. capt alize Its cOSfan
production --------------------- 3

Carificaion of definition of "pro-
duced film rents ----------------- ()

Player contects In case of sports
C de n ship proisioa .......-

Tetetof prepaid Interet --------- (Q)
o flimitlon on investment

lIat deduction ..........................

Totl ....................

BUSINESS RELATED
INDIVIDUAL INCOME TAX

PROVISIONS

Deductions for exponses attributed to
Isanou ue of homes, rental of
vacation homes, 0m -..........

DeducoN for atlanding foanig,
conventions ..... ......

Change in tao trcetrmet of qualifid06.9k optins.a..............
L atu' Iel expenms awny

ota --------------------
Total IFICATION

SIMPLIFICATION

77 1,187 1,306 1,437
93 -491 -491 -577
44 786 825 860

8 12 16 17

17 17

6 3

-8 -

31 33

() (a)

Qa) (a)

9 4

5 5
10 10
() ()

-12 -123

18 165 107 98 195 126

17 184 201 228 261 297

Q () Qa) (a) (a) (9 (Q)

() 7 20 33 33 5

. 17 11 22Q) Qa) (s) (M)

- 17 191 221 261 294 302

Revision ofto tables for individuals --------------------------------------------------------------------------
$10 floor under prlln8 tax doduc- W 306 324 343

tion ---_---------- 27 295 24
Deduction for lumsy ijin-d in -5

dtenmnr dJueodrn. Incme---------------7 -44 -.4 -4 -'9

Revilun of retirement income credit. -7 -101 -270 -270 -0 -83
Credit for child car expenae ........ --33 -346 -363 -399 -439 -493
Channels in exclusion fur nick pay and

certain nlitary, dc., diabilly
plons ----------------------- 33 37 357 BD 417 40

Movies exense.---------------------- --1 -67 -74 -81 -90
Aocumulationtruts .----- () (0) () (a) (a) (0)

Toal --------------------- 20 168 -100 -90 -103 -109

Dee tofulo at end of table.



24
TABLE 3.-TAX REFORM UNDER THE COMMITTEE AMENDMENT O--EFFECT ON FISCAL YEAR TAX

RECEIPTS-Contlnued

[in millions of dollars]

Transition
quarter 1977 1978 1979 1960 1981

CAPITAL FORMATION

Investment and foreign tax credits
generated in 1976 refundable after
expiration .......... ------ -----------------..............................................................

Investment and foreign tax credits ex-
iring in 1976 extended through 1978 ---- -- 14 -30 -16 ------------------------

Add Jional 2-percet investment tax
credit for ESOPs- ................. -- 235 -514 -717 -837 -917

Inoved.,n tax credit for nmo-i and

television films ----------- ----- -23 -s-ti -5 -5 -
Investment tax credit allowed on ships

financed from construction funds.... - -21 -23 -29 -37 -45
Net operating losses and traflcklng

rulen, oon to elect 8-yr carry.
forward b nningwit 16 lo-s . . . . .Railroad pro I alone:

Increase 0.pIrcent llmitaton to
196 percent, and FIFO Invest-
eot tax credit -------------------- --- 6 -66 -65 -53 -41

Amotin oe 54-yr paod of raIl-
road greding and tunnel bores
placed n e e before 69....... - -ZLI -18 -13 -18 -18

t0a]rnot on of track placed
Itr17 ....... .. ------ ------- 1 -4 -1O -16 -21 -28

12- rent Investment tax credit
(ompared to a 10-percent per-
manent rate) ------------------- -- 2 - -

Allowance of 3-yr capital loss carryover
in rare of regulated Investment
companies -------------------- --- 1 -12 -21 -25 L -34 i51

Total ----------------------- -35 -392 -762 -896 -,010 -I, 110

ENERGY RELATED
PROVISIONS

Home insulation tax credit ----------- -- 16 -19 -320 -272 .......................
Solar energy and geothermal equip-

ment tax credit ....... ( 01 -4 -29 -at
Hest pump ta credit --------------- -) -3 _ -6
Providing invetment credit of 10 per-

centon quall ad business inulation
pl In existing structures durin1977 ad 1978 ------------.......-............ - 11 -26 -15 . . . . . . . . . . . .

20 percent investment credit 00 s0ar
energyendgathermdi equipment In
business structures through 1960
and 10 percent thereafter ------- a)------------ (a) (1) () (5)

Geothermal energy devlopmeet, per-
cenitge depletion and expenslng of
In btaes - -----------.-.-----.-.--........... -7 -15 -16 -18 -21

,e=reenn investment creditto 12 per-cenl on:
Qualified wants burning equip-

meet ---------------------------------- -2 - -5 -6 -
Oil shale reduction equipment............. -- -13 -1
Cal slurries -5 -- -
Coul liquiefaeoo plants ------------------------ 1
Coal gsicon plants--7- - --
Coal mining equipment used In

q ndergmrund mind ----------------------- -1 -27 -31 -36 -42
Equipent sed to,prodwesyn-

Afilc fust from, owran me-
tolS, . () () (S) (a) ()

Gotb eal --and eaan-m-l
.euipmen . . . 0a 01 01 1

heaters ------------------------------------- (a) (a) )j (
Se tootnees at end of table.
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TABLE 3.-TAX REFORM UNDER THE COMMITTEE AMENDMENT -EFFECT ON FISCAL YEAR TAX

RECEIPTS-ContInued

[in millions of dolaral

Transition
quarter 1977 197 1979 19080 1981

ENERGY RELATED PROVISIONS--Con.
Recycling tax credit.. . . . ..--------------------- -- - -39 -155 -292 -345
Repnaling excise tao on all bases and -

xu, parts------------------- -- 3 -1 -0 - -2 -12
Exempting from excise tam aeeoil

used to produce rerefled lubicating
all ..................... --1 -3 -3 - -a -3

Repe0 excise tax en apatal motor
fels for noelghway wes -------------------- () (3) () () ()

R11n4 tariff en oil o vadge with

TOtal -------------------- -20 -268

FOREIGN TAX PROVISIONS
lcnmse eaemd abroad by D.S. clzens

lln rreidabmad:(e uc ftr tax credit on
Income dDoble for the ex-
salon ------------------- 1 11

(b) Taxation of noneocluded In-
come as If excluded Income

ri l tox bom ........ 3 26
() Incitel=n of Income named

almd elh i rena
aedd of the country In
wB rn ...ed ------------- () (a)

(d) mR sdrd de -
on rtrn a foreign tax

ceadit arforelfjtoas paid. - -(e) Fxcluso of limied housing
allowance- -_-----_------ -() ()

Income tax treatment of nonresident
igen Individuals who are married to

citaens or residents of the United
States ........................ . -21 -5

Feip tas aoin 1 or meem U..
m t= nxad currely to

foreign treats ---------- (a)
Ecletoxs.ramef Dpmeon t

fkareic pomem to avid Federel In.
come tax (mse) ----------------- ( ) Q)

Amendtmentat p e reat In-
eb is .. pp tY by can-Ullte foreign copoemna. .... (a) ()

Repalduuscluiion freirnlngs of les
developed counes crporelone for
purpoas of sec. 24L ------------- 3 I1

E.miion frora abat F of certain
arnil of insenenacompanle.... -3 -11

S. iR pmft ofe is orpmorations- (s) ()Un au n ddBdim of toilim base
eapsalke iome In t1 casn,of afon faoted products ..... -5 -17

eqrmeet" ?foa t nMp ta credit
be dofsetnlned on o nerall b s . 1O 41

2 por af"fouiglosnm, ----------------------- 2
Dl~ nds from less daeoped con

try corporations to be &msed ap
fo purpoam of determining U.S.
Income and foreign tax credit
me la tht income. -------------- 16 64T-b of ap! pwia f irpuspnauTffod atx cref............ 2 5

Fmnin moland Isa eosllon Innamu:
Ca) Cerrybek of aircine taxes

to 197.5.076L and 1977- .- -2 -
(b) TreonsMI lo for foreign

Dell-late coa.. _r -6 -21
(c) Dalltn o il-bllabdI-

come:
(1) Intarest Included in

oll-reted Income ............. -40
(2) Oll-relatad Income of

(3) saeV = -1 -----------
forel9 corpere-

Ongreero
cloted returns _---------

Sae Eootstes at mod of table.

-490 -565 -437 -507

10 10 I0

25 25 25

(a) (a) (a)

- -7 -7

Q) (a) ()

-5 -5 -5 -5

10 10 10 10

(a) (9) Q) (a)

(a) (3) (a) Q)

(a) (a) (a) (a)

10 10 10 10

-10 -0 -10 -to
Q) (a) (a) (a)

-15 -15 -15 -15

35 42 50 50
a 14 22 28

55 55 55 55
10 10 10 10

-to -7 -3 -----------

--6 5 5 5

-90 -90 -980 -90

(-) (-- -- .. .
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TABLE 3.-TAX REFORM UNDER THE COMMITTEE AMENDMENT -'EFFECT ON FISCAL YEAR TAX
RECEIPTS--Continued

[in millions o.dollas]

Transition 17 10 18
quarter 1977 3978 1979 1990 1981

FOREIGN TAX PROVISIONS-Con.

Foreign oil and oas extraction in-
come-Continued

(d) Percentage limitaion on oil
extracton taons in the case
of individuals --- )----)---- V) (0) (0) ()

(e) Repeals rules denying credit-
ability Ior foreign taxes
where there isn't aconornic
iterest in oil 0------------- -24 0-34 -40 -40 -40 -

(f) Produ tion-sharing na -50 -...... ................................
Source of underwriting income dter-

mined by looking at the location of
risk (0) (0) (0) (0) (0)

Third tier foreign tax credit when sec.
000 applies -------...... -4 -10 -10 -10 -10

Portfolio debt investments in United
States of nonresident aiens and
foreign or porations ............... () -73 -137 -153 -167 -183

Changes in ruling requirements under
sec 367; certain changes in sec. 1248 (0) () (0) 0) () )

Contgaous country branches of do-
reain life insuranceowpanies ---- .. . . -4 -0 - -8 -8

Transitional rule for bond, etc., losses
of foreign banks .. . (0) () ..............................

Tan treatmento corporations conduct-
ing trade or business in Puerto Rio
and possesions of the United States- 3 11 I0 10 10 10

Repeal of Western Hemisphere Trade
Crporations provisions ----- 3 16 25 34 45 s0

Repeal of provisions relating to China
erade Act Cur orations (0)-(0)-(0)-(0)2) (0) (

Amrendmens a ting DISC. ......... --- 3-0- 431 42 495
International boycotts and foreign

bribe-producted income 00---------- 28 101 10U 100 100 100

Total - a 133 239 411 419 490

ADMINISTRATIVE

Withholdingof Federal tax on gambling
winnings. 19 124 75 75 75 75

Sternmen considered set-employed
for ax purposes ------- (2) (0) (0) (5) (0) (0)

Total 19 124 75 75 75 75

TAX EXEMPT
ORGANIZATIONS

The U.S. Court of Claims is alsoto have
jurisdiction over declaratory judg-
ments as to tax-exempt status of
charitable organizations . .................................................................

Code sec. 4941 transition rule for
leased property . . (0 () (0) ) (0) --------------------------------

Modification of set-aslide rue of code
nec. 4942 (0) (0) (0) (0) (0)

Private foundation mandatory payout
lowered to 5 percent ------................ (0) (0) (0) () (0)

C h a r ita b le re nrm in d e r tr sn a n d w ill s -- .- .. . . . . -5
Private foundator ecine lao or in-

vestnent income reduced to 2
peoarct.. (2) -35 -36 -37 -38

Charitable organizations not subject
toan unrelated business income Iax
on rental income nrm trade shows.. (0) (2) (0) (0) (0) (0)

Coanly fairs are not subject to an
unrelated business income tax ---- (0) () (5) (0) (0) ()

Total ....................... () -5 -40 -36 -37 -38

See footnotes at end of table.
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TABLE 3.-TAX REFORM UNDER THE COMMITTEE AMENDMENTS--EFFECT ON FISCAL YEAR TAX
RECEIPTS--Coninued

[in millions of dollars]

Transition
quarter 1977 1978 1979 1980 1981

PENSION AND
INSURANCE TAXATION

Extension of IRA to nonemployed - 2 2 2 2
spo se .. .. ... .. ... .. ... .. ... .. ...-- 3--2---2--24--2

income recipients without regard
to the 25-percent oveaU I Imitation-. (1) (2) (1) (1) (1) (0)

Limited employee retirement ac-

Extension of -- -- -- -- -- -- -- -- -- -- -- -- - -- -- -- -- -- -- -- -- -- -- -- -
of Armed Forces Reserves and
National Guard ------------------- -6 -5 -5 -5 -5 -5

Permit tax-exempt orIniZaons toInvest annuiktvfunds wit .lsd-.nd
investm ent ran ........... ...---- ... ........... .......... ........... .......... ........... ..........

Claifythat segpregatd mset accounts
andr qualified pension plans need
not provide beneSft in the form of

Extension o iefrsuyo a
treatment of certain pensionpMans
whchprvide nonqualifed rings

Insurance company conslidated tax
returns -------------------------------------------------- -25 -55 -49 -40

Inadivertent distribution by insurance
climpanis --------................for -2 -4 Qs) Q) QI) (2)

Insurance. com.pany, deuton o
monparticipat ng P polcis ----------- (1) (() (1) Qs (Q)

Total ------------- -8 -12 -51 -83 -78 -70

1.REAL ESTATE
VESTMENT TRUSTS

Reai estate investment trusts --------------------- Qa) (1) Qs) Q) ()

MISCELLANEOUS

Tax treatment of certain cooperative
housing associations --------- ... ----- ) Qs) (2) (1) (1) (1)

Tax -treatment of certain disaster
Tpaymets s..-4 -44 -42 -42 -42 -42

loans- . . . . . . . . . . . . . . -45 -15 -15 -15 ........................
Taxtetenoferandbso d

by petition[ parties, etc., to accrual
basis taxpayer ................ (1) (1) Q ) (1) (2) (2)

Relations relating to tax tre ant
of crtain prepabl!!!on expndi-

Face amountceirtificate rm------------------------..

A2ndoent affecting personal hold-
inkco panyta in... .. .. .. () () Q ) () ) ()

MdfctoofWIN and welfare rW-
cipient employment credit- --------- Qs) -3 -7 -11 -14 -17

Repecal ecis tax a. light duty truck
parts installed at time of original
prae ----.................. -1 -3 -3 -3 -3 -3

Tips income ---------- . .. .. . .. .. .. .
S-y; amortizofi on and Ki-investment

ax credit allowed an pollution con.
tial equip-et (existing facilities
only)-, ........................................ 52 75 -10 -95 -199

Fishorme' orgenizetions are qualI-
fled as tax exempt organizations
under 50t(c)CS) of te Code -------------------- Issl

Sulichptr S corporations ........................
Permit redtermination of liability

plan 12,.1961 to Jan. 12,1971) under
Inc n spouse" rule. -- -- -- -- (1) QJ) -------.............................

Sa fooilofae at end of table.
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TABLE 3.-TAX REFORM UNDER THE COMMITTEE AMENDMENT -- EFFECT ON FISCAL YEAR TAX
RECEIPTS.-Continued

[in millions of dollars]

Transition
quarter 1977 1978 1979 1980 1981

MISCELLANEOUS-Continued

Cost of removing architectural barriers
(up to $25,000 per year) to be
expensed .................... -3 -11 -10 -10 -6 ............

Small retailers allowed percentage
depletion an oil and gas production_ - -18 -10 -10 0 -10

Depletion amendments-5 percent
rule regarding trusts -----........ () () (0) () (0) ()

Depletion amendents-transer in
truotto new child ---- (-) (0) (0) (0) (03 (0)

Federal collection of State income
ta xe s --------------- -------- ---------------------- ---- ------------. .-- ------------ ------ ---- ----- ----.. ..

Extension of exclusion of forgiven
student loans ----------------- - (a) () (0) (0) (0) (0)

Tax exempt bands issued to finance
student ons -----..-........- (0) (a) (a) () () (a)

Simultaneous liquidation of parent and
subsidiary ........ ..... ..... ...... ..... ..- (2) (S) Q)

Prohibit Stale taation of barges mov-
i g in inland waterways ... .... .. ... .. ... .. ... .. .. ... .. ... .. ... .. .. ... .. ... .. ... .. ..

Contributions to utility construction 3 13 . i -1t -1 -

Total -62 -55 -23 -112 -181 -282

Total tax reform program .... -43 980 -80 -160 -128 -263
Revenue raisinp provisions 1------ 184 2,536 2, 819 3,090 3, 316 3,612
Revenue reducing provisions ..... -227 _1, 556 -2,99 -3,250 -3,444 -3, 875
Individuals. -15 1,249 567 671 992 5,011
Corporations -28 -309 -647 -831 -,120 -1, 274

1 This table dealing with tax reform has omitted extension of individual income tax reductions; continuation of 1975
change in corporate tax rates and increase in surtax exemption; and extension of 10-percent investment credit; and
repeat and revision of obsolete rarely, used etc., provisions.

lass than $5,50,00.
The revenue impact of this provision cannot be estimated until the Bureau of Labor Statistics determines the deduction

level.
o Reflects primarily liability of prior years.
5 Includes 1975 ifablity.

To be so considered since 12131/71.
7 The LERA provision of the House bill was not adopted by the Senate Finance Committee:; however, a provision was

adopted which would permit a participant in a Government plan to make deductible IRA contributions if the L ERA provision
should be adopted.

I At fiscal year 1975 level of payments.

TABLE 4.TAX REFORM UNDER THE COMMITTEE AMENDMENTs-EFFECT ON CALENDAR YEAR TAX LIABILITY

[in millions of dollars]

1976 1977 1978 1979 1980 1981

MINIMUM AND MAXIMUM TAXES
Minimum tax ..................... 980
Maximum tax..

Total.. 980

OTHER TAX SHELTER PROVISIONS
Limitation on les with respect to

motion picture films. livestock. and
certain crops to the amount for
which the taxpayer is "at risk" ----- (0)

Limitation on deduction fr deprecia-
tion with respect to equipment leas-
ing to the amount for which the tao-
payer lessor is "a rsk". . ... 4

Deduction for intangible drilling ad
development costs allowable only to
taxpayers 'at risk ............. 47
Recapture of depreciation an real

property -------------........ - -

See footnotes at end of table.

1,077 1,187 1,306 1,437 1,080
-324 -39 -467 568 -672

753 798 839 877 908

7 12 15 17 19

13 17 16 14 11

20 7 2 6 7

15 25 35 5o 65
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TABLE 4.-TAX REFORM UNDER THE COMMITTEE AMENDMENT -EFFECT ON CALENDAR YEAR TAX
LIABILITY-Continued

Dn millions of dmlarsi

1971 1977 1578 1979 1980 1981

OTHER TAX SHELTER
PROVISIONS--Continued

Requirement that farm syndicates
capitalize ........ 78

Extension of 5-yr amotlozion, nh-
bilifaed Iow-amheungcn WSi -1Sepee of aiver fntato fimilttons
In cas of uctivities not onged In
for.proi. ----------------------- (a)

Teromnlaron of additions to excess
deductions accounts under sc. 1251 ()

Requirement that serviNo company
producing motion pictures, books
records etc.. capitalize Is costsproduc~on-...................... 26

Crification ad deiniton 5f "preducodRin rents"o---------------... (a)
Player contracts in case of sports

anterpri-e..--------------------- 15Certl ratefip provicos ......
Trmauouf pmpai interest_ ()
Rel' of limitation on investment

Interest deduction.. --- 11

Tolal ..............

30 31 33 34 36

-3 -6 -8 -8 -7

() () () ) (a)

() (a) Q) Q) (a)

20 10 4 4 4

(1) (a) ) ( ) ()

5 0 5 6 6
10 10 to 11 10
Q) ) (a) ) ()

-12 -12 -13 -14 -15

163 105 99 101 119 136

BUSINESS-RELATED INDIVIDUAL
INCOME TAX PROVISIONS

Deductions for expenses attributed to
business use of homes, rental of
vacation homes o tc .............. 172 196 224 255 291 331

Deductions for attnding inion con-
a.ions ------------------------ () () (a) () (a) ()

Change in tax treatment of qualified
stock options --------------------- 4 18 32 38 9 -23

Laolsatr' travel expenses sway
from home---------------------- () (a) (a) () (a) (a)

Total ------------------ ---- 176 214 256 293 300 308

SIMPLIFICATION OF INDIVIDUAL
INCOME TAX PROVISIONS

Revision ftxtes forindividuals ............................................................................nder gsoline tax deduction. 269 285 303 321 340 360Olor ufor alimony allumed in
I dataoniol adjusted income 44 -48 -53 -58 -64

Reiae of rmat ie credit-.. -68 -270 -270 -270 -270 -270
Credit for child care espsnes ------ -325 -358 -393 -433 -476 -523
Chance in eclusion for sick ay and

calain military, etc., disbilty pen-
use -------------------------- 227 353 312 412 440 481

Moving exoenes ----------------------- --- 6 -73 -0 -a -97
Accumulaton trusts ---------------- (a) ( ) () () (a) ()

Total --------------------- 203 -100 -99 -103 -107 -113

CAPITAL FORMATION

nveotment and foreign tax credits
aenraltd in 1976 refundable watereopiraion ...............................................................................

Ineontboau sod foralgn tao credits
epi n in 1976 extended through
1978 ... .... .... .... .... .... .... .. - 30 - 30 ------------------------------------

Additional 2 _peoge Investment tax
credits for ESOP'.--- -------------- -523 -657 -70 -90 -952

Inv0010nt tax credit movie and
television film .---------------- -75 - - - -5 -5

See fototaes at end of table.
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TABLE 4.-TAX REFORM UNDER THE COMMITTEE AMENDMENT -EFECT ON CALENDAR YEAR TAX
LIABILITY-Contin ued

[in millions of dollars

1976 1977 1978 1979 1980 1991

CAPITAL FORMATION-Continued

Investment, tas credit allowed on ships
financed, from construction funds -1 -21 -25 -33 -41 -49

Net operating losses and trafficking
rules, option to elect 9-yr carry.
forwards beginning with 197 loses .............s..........................................................

Railroad provisions:
Increase 50 percent limitation to
tO percent, and FIFO Invest-
aet tao credit .......................... -64 -69 -9 -47 -34

Amortiction over 5O-yrperiod of
railroad grading and tunnel
bores placed in service before
1969 ---------------------- --- 18 -18 -18 -ID -18 -18

t0-ye, amortization of track placed
aller 1976 ------------- -- 2 -7 -13 -19 -25 -32

12 percent investment too credit
(compared tosa i0 percent per-
manent rate). ................. -5 -5 -5 -5 -5Allowanceof 8-9-y pr capital loss carry-

ose in case otrngulaled investment
companies ---------------- --- tO -20 -25 -30 -50 -0

Total-- -122 -693 -847 -961 -1.81 -1,155

ENERGY RELATED PROVISIONS

Home insulation tax credit ----------- -160 -320 -320 --------..........................
Solar energy and geothermal equip-

ment tax credit(---) (5) -(3) --2 -36Real pump las credit---------------l.-..-7-..-------- .........-

Providing investment credit of 10
percent on qualified business insula-
ios placed in esising structures

during 1977 and 1978 ---------------------- -25 -27 ............................
20-percent Investment credit on solar

energy ad gesormal equipment
in business structures through 1980
and to Percent thereafter ..... . (a s) () () (a)

Geothermal energy development, per-
centadl depletion, and expensing of
intangibles ----------- ------------- -- 15 -15 -17 -20 -22

icreasingInvestment credit 112 per-
cent on:

Qualified waste burning equip-
ment 5 -5 -5 5

Oil shale -oductio nequipment . -10 -15 -55 -20 -20
Coal slurriet ......... -15 -20 -25 -25 -30
Cost alinueia ..................... -15 --
Coa qa,,.o.. .n ----------Coal mining equipmeent used isn '

underground mines ....................... -25 -29 -33 -39 -46Equipment based to produce syn-
thetic fuel from organic mate-
tenists .......... () (a) (3) (a) (a)

Geothermal and seathermal
equipment () () (a) () (,,)

Repealing investment credit on port-
able aiccndiiosing units and space
heaters .........................................................- 3s

Recycling tax credit ......... -
Regaliug excise tax on al buses and

F part a ..................... -9 -19 -z -20 -12 -13From excise tax newoiusdtprue
refined lubricalinr oil... . - -3 -3 -3 -3 -3

Repealin excise tax on special motor
fuels t conhighway use- ( () () () () (a)

Repealing tariff on oil exchanged with
Canada ..................................................................................................

Total ............ --........ -173 -463 -523 -415 -40 -514

Sea footnotes at end of table.
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TABLE 4.-TAX REFORM UNDER THE COMMITTEE AMENDMENT -BFFECT ON CALENDAR YEAR TAX

LIABILIlY-Cotlnued

1976 1977 1978 1979 1980 1981

FOREIGN TAX PROVISIONS

Income *aroed abrod by UAS citizens
liigor rankling abrood:
()Denial of foreignafox credit on

Income efigibf for the ex-
clushm ................... to 10 10 10 10 IO

(b) Taxatiofn of nonexciuded in-
come as if excluded income
wer In the tax base .... 25 25 25 25 25 25

(€) Incluion of income earned-
&brod which is recived
outside of the country In
which earned ------------- Qi) (1) Q ) 0) (3) (1)

(dt) Perming stadard deduc-
B.,ion$ a forign tax
credit to omi tespId- _ -7 -7 - -7 -7 -7

(e) Exclfosion of limrfild h.uIn
vifownc ----------------- Qz) Q) Qa) (3) (1) (,

Incom "a 11ofo l afnoesdedt
o in indii us woaremare

to citizens or residents of the
United States .............. -25 -5 -5 -5 -5 -5

Fo"i = trss ing Y Wr maWe U..'
be.ecae to Is tXed CUrrefdy

Ito gzranter ------------------------------------ - 0 -to -to0 -10 -10
rnerest charge an accumulation dis-
, = aton from foreign trusts ------------------- (1) Qz) (1) (0) QJ)

Eistaontranseso rpryt

foreign persons to avoid Federal Q ) Q
inmome tax (excise) ---------------- Qz) (1) Qz) () ()

Amendment of Provision retaiting to
investment in U.S. property by
controlled foreign corporations ----- (a) Q) QsO Q) Q) Q)

Repeal of exclusion for earnings of less
developed country corporations for
purposs of sec. 1248 -------------- 10 10 10 10 10 10

Exclusion from subpart F of certain
earnings of insurance companies .... -10 -10 -10 -10 -10 -10

= gppn profits of foreign corporations- (Q) QI) Q) Q) (3) Qa)
Lmtton on definition of foreign base

company sales income In the ase of
certain agricultural Iproducts-- .... -15 -15 -15 -15 -15 -15

Renuguiement that farm .gntax credit hei
dtrmined o overall basis --------- 35 35 35 50 so 50

R= dfpt reo frn ImmsC es.......................- 5 10 20 25 30
diiedsfo essdveloped country

corporations to be firossed up for
puNN (es f daerminln6 US, nconle
andforeiZ tax credit agamnst that
Income ---------. --------. 5 55 55 55 55 55

Treatment of opEiel ains for purpose
of forip tax crdl ---------------- 10 100t 10 10 10

Foreign eljlzdpe extradton income:
(4) Cayckl of extraction taxes 5 -0 -0 - ------------

2) Tr ons,~n rule forfrei
(b T il-retatd lesso- ........ -20 -15 5 5 5 5

(c) Definition of oirelate
income:

(1) 1Interest included in
oil-rlafod income-- -0 -90 -9 -90 -90 -90

(2) nil-related income of
a suli to

jt
l

y 
---- (s) Qs) (3) (1) (1) ()

(3) Sale of lc i
foreign corpora-
Uons fill' mon-Q ) () () Q
slidinfod rotor.-: (1) () ) () () ()

xt)rVIatiotsasinthe caseo
af inefividualds.. ----- ) QI) Q3) () () )

(0) Repeals rules denying credit-
bitfor foreign taxes
whr here isn't economic

iners _Bo o....... •-8 -40 -40 -40 -40 -40
Mt Production-sharng contracts -------------- -23 -27 ------------------------------------

Sourme of underwriting income Oder-
mined by looking at the location of
risk ----------------------------------------- (2) (2) Qs() (0)

Sa0 footnotes at and of table.
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TABLE 4.-TAX REFORM UNDER THE COMMITTEE AMENDMENT -EFFECT ON CALENDAR YEAR TAX

LIARIL ITY---Continued

[In millions of dollars]

1976 1977 1978 1979 1980 1981

FOREIGN TAX PROVISIONS-Cont.

3d-tier foreign tax credit when sec.
--- appli. . . -10 -10 -10 -tD -I0Portfolio debt investments in United

States of nonresident aliens and
foreign corporations ........------ -8 -130 -145 -160 -175 -190

Changer in ruling requirements under
sec. 367; certain changes in sec.

1248 -----....----- ------... ( ) (0) (5) (5) () (h)
Contiguous country branches of

domestc life insurance companie . -8 - -8 -8 -e -e
Transitional rule for bond, etc., osses

of foreign banks () -----------.------.---......................................
Tax treatment of corporations con.

ducting trade or business in Puerto
Ric and possessions of the United
States ............. ............ 10 10 10 10 10 18

Repeal of Western Hemisphere trade
corpornsprovision no.-- 1 20 30 40 50 50

Re eal of provisions relating to China
Trude Act Corporalions -- (1)

Amendment affectng DISC 4 12 37 52 6(
International boycotts end foreign

bribe-produced income. _ 105 100 100 100 100 10

Total ---------------------- 87 348 372 362 498 606

ADMINISTRATIVE

Witho!ding of Federal tax on gambling
winnings-. 31 75 75 75 75 75

Sternmen, considered nelfempoyed
for tax purposes -------------- (- ) () () () (1) (Q)

Total - ------------- ---- 31 75 75 75 75 75

TAX-EXEMPT ORGANIZATIONS

The U.S. Court of Claims is also to have
jurisdiction over dectaratory Judg-
ment as to status of charitable
o rgan izatio ns --- ------ ---- -- ---- -- -- ---- -- -- ------ ---- -- -- -- ------ -- -- -- ---- -- -- -- -- ---- ---- -- ---- ---- --

Code sec. 4941 transition role for leased
p o erty ...... ..... .... (0) Q ) --------- _ ---------.. ....... ....... .......Modification of not-aside note of code
nec. 4942 --------------------- - () () () () () (0)

Private foundation mandatory payout
lowered to 5 percent -------------------- --O

Charitable remainder trusts and wills 5 5
Private foundation excise tax on in- ------------------------------------------------

vestment income reduced to 2 per-
cent -------------------------- -35 -36 -37 -3B -40

Charitable organizations not subject
to an unrelated business income
tax on rental income from trade
shows ........................... V) (1) () Q) ()

County fairs not subject to an unre-
toted business income taxo ------ () () (0) () (5) Q)

Total. -5 -40 -36 -37 -38 -40

PENSION AND INSURANCE
TAXATION

Extension of IRA to nonemployed
spouses -----------------------..... -2 -22 -24 -25 -27
See footnotes at end of table.
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TABLE 4.-TAX REFORM UNDER THE COMMITTEE AMENDMENT -EFFECT ON CALENDAR YEAR TAX
LIABILITY-Continued

[In millions of dollars]

1976 1977 1978 1979 1980 1981

PENSION AND INSURANCE
TAXATION--Continued

Extension of H.R. 10 plans to low n-
com recipients without record to the
25-percent overall limit ..... (2) () (a) (a) () ()
111ited employee retirement Bc-

Extanaion of IRA to certain coambernof
Armnd Forc Reserven and National
Guard ------------------------ -- 10 -5 -5 -5 -5 -5

Permit tax-exampt orianiations to
inveotannu" fonds with clnod-endinrenmet 9s................................... . . .

Clarify that segregated asset accounts
under qualified pensionplans need
not provide benefits in the form of
aonuilei ................................................................................

E ntnaio n ftmeorstUndy oftaxtreat-
eent of certain pension plans which

provide o quahse d fring benefits ................. .................. .................. .................
Imuranc company consolidated tax

retoro ... ... ..----------------------------------- --- 55 -56 -41 -39gaedosotnt diotribuon by insurance
companies -------------- -- 6 (a) (a) () () (r)Ienranc cmpon darductons for

n =perlcpategpolicies ----------- -- (a) (a) (a) (a) () ()

Total ----------------------- -16 -26 -82 -5 -71 -71

REAL ESTATE
INVESTMENT TRUSTS

Ansndments aRecting REITS -- (-) (a) () () () ()

MISCELLANEOUS

Tax Istnmnt of certain cooperaRe
beenin ao -- - - - nationn. () (a) () ()

Tao ras81nt of certain disaster
Onnas ....

- - - -  - -  - - -  -
-42 -42 -42 -42 --- -42

TaX7rcatot of certain 1972 disaster

loans --------------------------- -45 -15 -15 -15................To, treatment of certain deUta owed
B ilcl parties. etc.. to accrual

begs taxpayers - ------------------------- () () () Q) 0)
Ragulaions retalinEg to tax treatment of

curtain prepublicndon expenditures
of pu=isers and autRors ---------- - -()
com t rtll o .................... (1)

Anendments a~llatins personal hold-inI Ocompeny tavlonr.............. -(a) (0) (a) (0) (a) (a)
Mdimona of WIN and wallace

---L--tan et e.. -1 -5 -9 -13 -16 -18Se=IontximeCO tax all 1ght-d.ty
- orta installed at time of orrig- 1

final purchase ------------------ --- 1 -3 -3 -3 -3 -3

fon~debo tinern --------------)(------ ~
Ht-yr arsrrtlzation and ivestment

txcredit allowed on pollution coo-
trol equipment existingg facilities
only) --------------------------------------- 11 26 -53 -146 -264

Fishermen's organdlaionac qualifid
as tax exampt orpization under
501(cX 5) --------------- f ------------------------------------------------------------------------------

Sulicaptar S corporations increase
tB 15 stckh.oles) ------------------------- () ( ) ( ) ( ) ()

Permit redetermnletion of liability
gBn. 12,1961 to Jan. 12,1971) under
incet spocn" role ............ a - ..........------------------------------------------------

See foonotes at aend of table.
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TABLE 4.-TAX REFORM UNDER THE COMMITTEE AMENDMENT -EFFECT ON CALENDAR YEAR TAX
LIABILITY-Continued

[in millions of dollars]

1976 1977 1978 1979, 1980 1981

MISCELLANEOUS-Continued

Cost of removing, architectural bar-
riers (up to $21000 per year) to be
ep ens-d------------------ --- 10 -10 -10 -19 -......................

Small retailers allowed percentage
depletion on oil aend gs production *-20 -10 -19 -1o -10 -10

Depletion amendmeets65 percent
rule regarding trusts .............. ) ( ) (a) (e) (a) (a)

Deoletion amendments-transfer in
rust to new child ---------------- () () (a) (a) (a) ()

Federal collection of State income
taa e" ................................................ ....................................................
Extension of exclusion of forgiven

student loans ------------------ () () ( ) ( ) ( Q) (a)
Tax exempt bonds issued to finance
student loans ------------------- (a) ( (Q) () ) )

Simultaneous liquidation of parent
and subsidiary ........................------- (a) (a) (a) (a) (a)

Prohibit State toxation af barges

,movini in inland waterways------ ----------------------------------------
Conbuffons to utility conslracton. ------- f- - 12 L - 10--t -11 -11 -12

Total ----------------------- -130 19 -73 -157 -228 -349

Total tax reform program... 1,194 191 -60 -8 -136 -209
Revenue raising provisions 2,223 2,987 3,068 3, 251 3,606 3,976
Revenue reducing provi-
sioos ----------------- 1,029 -2,796 -3,128 -3, 339 -3,742 -4,195

Individuals -------------- 1,285 553 621 977 1,007 1,064
Corporations ------------ -1 -- 362 -681 -1,065 -1,143 -1,273

'This tabte, dealing with tax reform, has omitted extension of individual income tax reductions; continuation of 1975
change in corporate tax rates and increase in surtax exemption; and extension of 10-percent investment credit; repeal
and revision of obsolete, rarely used, etc.. provisions.

Less than $5,000,000.
a The revenue impact of this provision cannot be estimated until the Bureau o Labor Statistics determines the deduction

level.
Reflects primarilyliability of prior years.
Includes 1975 liability.
To be so considered since 12/31S7l.
SThe LERA provision of the House bill was not adopted by the Senate Finance Committee; however, a provision was

adopted which would permit a participant in a Government plan to make deductible IRA contributions if the LENA provision
should be adopted.

. Atfiscal year 1975 level of payments.

TABLE 0.-ESTIMATED DECREASE IN INDIVIDUAL INCOME TAX LIABILITY FOR 1976 UNDER THE TAX REDUCTION

PROVISIONS OF THE COMMITTEE AMENDMENT -- BY ADJUSTED GROSS INCOME CLASS: 1975 INCOME LEVELS

Number of returns affected (thousands) Decrease in tax liability

Total Number
number hitting

with Number tothe Percentage
tax made standard Amount distribution

Adjusted gross income class decrease nontaxable deduction rmidtons) (percent)

O to $5, .O---------- -- ----- 13, 238 1,913 330 - $876 12.2
$5,000 to $10 000---..... 20,073 1212 1, 503 1,967 27. 9
910,000 to $56,000..... -------- 16,760 72 1,155 1,718 24.0
$15,000 to $20,000-----------------10, 676 24 850 1,315 19, 4
120,000 to $30,000 ....... 7,49 a) 560 931 13,0$,00to $5 0 ..... 2,424 1s 104 266 3

t300o $10D00------------------- 2,2 688 100 361b G0,00 to $i7000 968 9 71 1.2
100,00 and ove ------------------- 1 14 .2

Total ------------------------- 71,858 3,222 4,517 7,160 100.0

I Extension through the 2d half of 1976 of the $1700-$2 100/16 percentl$2,400-$2,800 standard deduction; the lO-percent
credit on earned income phased out between $4,000 and 8.000 of edjusted gross income; and the $35 per capital credit and
its alternative 2-percent credit up to $180.

s includes $100,000,000 to cover the credit on wage and salary and self-employment income of earners who are nonflers
under the 1970 tilinB requirements.

Loss than 500 returns.
Note: Details may not add to totals because of rounding.
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TABLE 6. -ESTIMATED DECREASE IN INDIVIDUAL INCOME TAX LIABILITY FOR 1977 UNDER THE TAX REDUCTION
PROVISIONS OF THE COMMITTEE AMENDMENTu

- B
Y ADJUSTED GROSS INCOME CLASS: 1975 INCOME LEVELS

Number of returns affected (thousands) Decrease in tax liability

Total Number
number shifting

with Number to the Percentage
tax made standard Amount distribution

Adjusted gross income class decrease nontaxable deduction (millions) (percent)

to55,1O0 ..--------- -------- 11,086 3,790 890 2$1,739 17.9
5,000 t O000 .------------- 3 20, 277 1,531 3, 323 2 947 30 3
WOO to $t5,m-0 ........ 16 816 56 1, 807 1U925 19.8

$19080 to 130,00------------9690 4 2, 025 1,604 17.0
0.000 o 30,000 -------------------- 7, (a) 1,000 D, 077 I.

30,000 to 250 000------------------3,426 (a) 165 294 3.050,000 to $10600-------------------038 () 19 76 .6
$1O,000 and oer -------------------- 147 ) 1 10 .2

Total --------------------- 73,968 5,386 9,256 9,728 100.0

I Extension through 1977 of the standard deduction and earned income credit provisions of the committee amendment
and extension through June 30, 1977, of the per capita credit provision of the bit. See footnote 1 of table 5 for a brie
description at the poisons,

Includes 1'00000,000 to rcer the credit on wage and salary and self-employment income of earners who are nonfilers
under the 1970 fiing requirements.

& Laes than 500 returns.

Note: Details may not add to totals because of rounding.

TABLE 7.-ESTIMATED DECREASE IN INDIVIDUAL INCOME TAX LIABILITY FOR 1976 UNDER THE TAX REDUCTION
PROVISIONS OF THE COMMITTEE AMENDMENT-BY ADJUSTED GROSS INCOME CLASS: 1975 INCOME LEVELS

Number of returns affected (thousands) Decrease in ta. liability

Total Number
number shifting

wito Number to the Percestage
tax made standard Amount distribution

Adjusted gr ss income class decrease nontaxable deduction (millions) .(percent

0 to ,00 ....... 10811....... . 3,159 800 .$1565 30.4
$5,000 to $10.000 ------------------ 1, 259 t,083 3,323 1,953 37.9
$1,000 to 51.000 ------------------- 10, 207 11 1 807 536 10.4
015.00 to 320,000 1------ - - , 310 (a) 2,8125 667 12.9
20.000 30,00........... 2,151 025 349 6. 3

$30,000 to $50.000.. ------------- 322 165 68 1.3
$1,000 te10,000 -------------_----- 40 13 12 .2

$000,000 and oves .....................-- I I (4)

Total................ 0 50, 505 4,193 9,256 5,152 100.0

cExtension through 1978 of the standard deduction and earned income credit provisions of the committee amendment
See footnote 1 of table Sfor brief desudrion o8 the provisions.

Includes $200,000,000 to ases the creditor were and salary and self-employment income of earners who are nonfilers
u eder the 1970 filing requirements.

Less than 500 returns.
Less thus 0.05 percent,

Note: Details may not add to totals because of rending.



TABLE 8.-INDIVIDUAL INCOME TAX BURDEN ' IN 1976 UNDER PRESENT LAW AND UNDER THE STANDARD DEDUCTION, EARNED INCOME CREDIT, AND PER CAPITA TAX CREDIT PROVISIONS

OF THE COMMITTEE AMENDMENT: SINGLE PERSON AND MARRIED COUPLE WITH NO, 1, 2, AND 4 DEPENDENTS (ASSUMING DEDUCTIBLE PERSONAL EXPENSES OF 17 PERCENT

OF INCOME

Tax liability

Married couple with Married couple with Married cole with Married couple with
Single person no dependents 1 dependent 2 dependents 4 dependents

Under Under the Under Under the Under Underlhe Under Underthe Under Underthe
present amend- Redec- present amend- Rede- present amend- Reduc- present amend- Reduc- present amend- Reduec-

Adjusted gross income o raw ment n lon law men! icn .w , mnt tion law meant tlion law ment tion

.90 143 $40 0 0 U -$50 -1300 -$550 -$150 -$300 $150 -$150 -S300 $150

$00U ......... 425 364 U3 $225 $130 $93 -55 -300 45 -150 -300 110 -155 -300 150
$0000 605 534 72 383 284 99 146 -U8 213 15 -200 215 -100 -2300 100
$9000- --.. 1,000 905 90 70 UR60 110 577 456 122 431 294 137 155 O 55
],0C _ -- -- 1,4071 1,331 76 1,004 948 136 949 821 129 797 651 146 481 308 173

$12,500 --------.--- ...----- 1, 901 1, 816 00 1,484 1,395 09 1,320 ,245 91 1,1K 1,114 74 871 766 105
$15,000 - - - 2,459 2,369 90 1,939 ,0 49 90 1,770 5,164 90 1, 009 ,519 90 1,200 1,161 105
$17,510 -.............---- - 3,055 2,965 90 2,420 2,3 1 2,239 2,149 92 2, 06 1, 976 90 1,721 1 616 105
$20,000 .3............2....... -- 3,094 3,604 90 2,945 2,55 9 2,759 2, 66 90 2, 570 2,480 90 2,590 2,175 105

-25,00.....---- - 5140 0,050 90 4,010 3, 990 900 3,71 3, 700 90 3,000 3,350 0 3,225 3,120 105
$30,000 .----- 0 760 6,670 90 1,378 5,329 90 5,139 5,048 90 4, 49 10, 90 4,403 4,298 105
$35,0000 ----------------- 8 535 H, 445 90 ,84 0,750 90 6,070 0,495 $0 6,300 6,21 90 5, 753 5,040 105
$40,000- - - - - 50,425 50, 395 9 0 ,453 5,369 90 9,565 R, 001 90 7, 868 7,778 90 7,26 7,163 105

I Computed without reference to the tax tables. Note: Details may not add to totals because of rounding.
2 Wage or salary and/or self-employment income.



TABLE 9-INDIVIDUAL INCOME TAX BURDEN I IN 1977, UNDER PRESENT LAW AND UNDER THE STANDARD DEDUCTION, EARNED INCOME CREDIT, AND PER CAPITA TAX CREDIT PROVISIONS

OF THE COMMITTEE AMENDMENT: SINGLE PERSON AND MARRIED COUPLE WITH NO. 1, 2, AND 4 DEPENDENTS (ASSUMING DEDUCTIBLE PERSONAL EXPENSES OF 17 PERCENT

Of INCOME)

Tax liability

Married couple wit Married couple with Mardred cole wit Married couple with

Shlee person no dependents I dependent 2 dependents 4 dependents

Under Under Under Under Under

Under the Under the Under the Under the Under the

present amend- prese amend- present amend- present amend- preen amend-

Adjusted aree inamee law met Reduction law meant Reduction law mant Reduction law meant Reducion law meat Reduction

SNUB-------------------.SSR 0 ,$79 $29 U $2N 0 -UUN $US N -$311 0 o -U U
5,00 0-------------------- 491 URN 1U2 322 $11,57 USS -262 47U UD -U 399 U -300 K4

8 5--------------------- GUI U69 112 44 3I9 165 32 -15 377 ,45. -IN URN S2N -0N 27

50-------------- UN RUN 121N? GS N 694 INN 186 559 364 195 312 R5 33
016,00 .--------------- 1 ,482 1, 407 76 1,152 1,012 UN 1, 010 877 USS RN7 721

$12,50 .----- ---------------- 1, 996 1, 906 R 1, 573 1, 484 89 U, NUN 1,38 61 1,261 1,1K 74 976 71 105

$UDE S------------------2,549 20459 RU UR 1,939 90 I864 ,774 NO UR UNO1 N90 1, 371 1,266 105

517100------------------ 3,145 3,055 R0 2,516 2, 426 90 2 329 2,239 290 216 SO066 90 1,926 1,721 105

SIN7S-- --------------- 384 3,694 90 3,035 2,945 90 2, IN 2,758 90 2,660 2,570 'U 5,28NS 310 I0S
USo UU----------- ----- 5,230 1,140 ON 4,U70 4,090 UN 3,964 36-70 U9 70 3,530 3,3 IN3
1506,5 6, 76U N 9 3 105

3 0 --- , 25 9,535 90 6,916 6,9 4 90 N, NN8 6,8576 95 6, U8 630$ 9 9, 75 105

$45, .:--':__--------- 10,515 10,42 90 8 ,543 N,453 90 6,251 8,161 90 7,958 7,860 98 7,573 7, 2t 105

aComputed Without reference to the tax tlec. Note: Details may not add to totals because of rounding.
a ae or salary end/or self employment income.



TABLE I0.-INDIVIDUAL INCOMETAX BURDEN I IN 1978 UNDER PRESENT LAW AND UNDER THE STANDARD DEDUCTION, EARNED INCOME CREDIT, AND PER CAPITA TAX CREDIT PROVISIONS OF

THE COMMITTEE AMENDMENT: SINGLE PERSON AND MARRIED COUPLE WITH NO, 1,2, AND 4 DEPENDENTS (ASSUMING DEDUCTIBLE PERSONAL EXPENSES OF 17 PERCENT OF INCOME)

Tax liability

Married couple with Married couple with Married cou le with Married couple with

Single person no dependents I dependent 2 dependents 4 dependents

Under Under Under Under Under
Under the Under the Under the Under the Under the

present amend- present amend- present amend- present amend- present amend-

Adjusted gross income law ment Reduction law ment Reduction law ment Reductior law weot Reduction law ment Reduction

000 ---------- $138 $78 $0 $2B $28 -$D00 RIU0 U -$00 $3UU U -So -R$GS
:0R 0 -G --- - - - 49I 415 76 322 $200 122 $20 -209 417 $98 -300 398 0 -300 300

$5161000 ..................... 681 605 76 484 354 130 362 38 325 245 - 74 319 $28 - 200 22

:O8 O -----......------U------- 1,087 1,016 71 837 696 141 694 561 134 559 434 125 312 200 112
$100,0. 1,482 1, 482 0 1,152 1, 076 76 1, 01 934 76 867 791 76 586 518 68
$12 0 . . . 1,816 1,996 5 1,573 1, 0 1, 1 8 I, H 1,261 1, 1 I 976 976

:5I0 2,548 2,1549U 2,028 2,1289 U ,-864 1,-8664 U , 96 U 1,371 1,37131 111 .. . . . . .. . . . . . 41 0 215 2,150 0 1,826 ,826 0

$17500 - -------------- 3,145 3,145 8 2,116 2,516 I 2,321 2, 322 1
D2D, ........ 3,786 3,784 0 3,0031 3,35 0 2,68 2,888 0 2,668 2,660 I 2,285 2,285 U

$2 0- - ----- 5,230 238 I R170 4,170 8 3,865 3,860 U 3,701 , 758 3,330 3,330 U

02,010 8811 6,8510U1,458....4. 56,228 1,228 I 4,888 4,188 O 4,508 4,1083',D0............... 625 8 ,062 85 ,5 ,48668 6. 6 6. 398 6. 398 5, 85 5.,858 0

3,6 - -8,621 8,628 6,828 6,8 38 U 6
$4 -"---------------- - 1, 515 0,155 8543 8,543 I 8,251 8,251 0 7,9588 ,8 I 7,373 7,873 U

I Computed without reference to the tax tables. Note: Details may not add to totals because of rounding.
, Wage or salary and/or self-employmentincome.



IV. GENERAL EXPLANATION

A. LIMITATION ON ARTIFICIAL LOSSES

The House bill included a limitation on artificial losses (LAL). Un-
der LAL, certain deductions, such as interest and taxes during the con-
struction period of a building, accelerated depreciation, prepaid feed
expenses and intangible drilling costs would only be allowed against
related income. For example, accelerated depreciation on a building
would be allowed as a deduction only to the extent of income from real
estate and, therefore, could not be used to reduce the tax on wage or
other income. LAL was applied to oil and gas wells other than explora-
tory wells , real estate, farm operations, equipment leasing, movies and
sports franchises. In the case of farm operations and real estate, the
limit on use of certain deductions was applied on a consolidated basis;
in the other areas it was applied on a property-by-property basis.

The committee amendment deletes LAL for two principal reasons:
its extreme complexity and its adverse economic impact.

The complexity results from the need for taxpayers to keep records
over a period of several years in order to keep track of their deferred
deductions and also from the need to distinguish between related in-
come and other income. The determination of related income is es-

Sially difficult when LAL is applied on a property-by-property basis.
committee is very concerned about the trend toward greater com-

plexity in the tax system and believes that LAL would have been an im-
portant contribution to that trend.

From the economic standpoint, the problem with LAL was that it
failed to distinguish between the actual abuses of tax shelters, cases
where economically inefficient investments are undertaken purely for
tax reasons, and the situations where tax incentives provide important
encouragement to economically worthwhile investments. By disallow-
ing deductions in both cases, LAL would have eliminated many pro-
ductive investments, a serious mistake at a time of high unemployment.
This problem would have been especially serious for the real estate and
oil and gas industries, since we are falling far short of reaching our
housing goals and our goal of energy independence.

The committee believes that curbing the abuses of tax shelters with
the minimum tax, maximum tax and specific tax shelter provisions is a
better approach, both in terms of simplicity and economic impact.

(59)



B. OTHER TAX SHELTER PROVISIONS

1. Real Estate

a. Recapture of Depreciation on Real Property (sec. 201 of the
bill and sec. 1250 of the Code)

Present law
Under present law, net gains on the sale of real property used in

a trade or business (with certain exceptions) are taxed as capital gain,
and losses are generally treated as ordinary losses. However, gain on
the sale of depreciable real property (buildings) in the cases indicated
below is "recaptured" and taxed as ordinary income rather than capi-
tal gain to the extent that the gain represents accelerated depreciation
allowed or allowable in excess of the amount computed under the
straight-line method of depreciation.

Depreciation recapture was first enacted in 1962 to prevent deduc-
tions for accelerated depreciation from converting ordinary income
into capital gain. However, the 1962 recapture provision (sec. 1245 of
the code) only taxed gain on a sale of most tangible personal property
as ordinary income to the extent of depreciation taken on the property
after December 31, 1962. In 1964, recapture rules were extended to real
property (buildings) but in this case gain on sale would be taxed as
ordinary income to the extent of the accelerated depreciation taken
on that property after December 31, 1963. In addition, there was
a gradual reduction of the amount to be recaptured. If the prop-
erty had not been held for more than 12 months, all of the depreciation
was recaptured. However, if the property had been held over 12
months, only the excess depreciation over straight-line was recaptured
and the amount recaptured was reduced after an initial 20-month
holding period at the rate of one percent per month. Thus, after 120
months (10 years) there was no recapture of any depreciation.

In the Tax Reform Act of 1969, the recapture rules on real property
were further modified as to post-1969 depreciation. Under that Act,
in the case of residential real property generally and property with
respect to which the rapid depreciation for rehabilitation expendi-
tures has been allowed, post-1969 depreciation in excess of straight-line
is fully recaptured at ordinary income rates (to the extent of gain) if
the property has been held for less than 100 months (8 years and 4
months). For each month the property is held over 100 months, there is
a one percent reduction in the amount of post-1969 depreciation that is
recaptured. Thus, there will be no recapture of any depreciation if the
property is held for 200 months (16 years and 8 months).

In the case of non-residential real property, all post-1969 deprecia-
tion-in excess of straight-line depreciation is recaptured (to the extent
there is gain) regardless of the length of time the property is held.



In addition, in the case of Federal, State, and locally assisted hous-
ing projects constructed or acquired before January 1, 1976 (such as
the FHA 221 (d) (3) and the FHA 236 programs) the pre-1969 recap-
ture rules on real property are retained.' However, if the property is
constructed or acquired after December 31, 1975, the regular post-1969
rules previously discussed above with respect to residential property
apply (i.e., a one percent reduction per month after 100 months).

Reasons for change
As previously discussed, the present tax treatment of real estate is

used by some taxpayers in high marginal income tax brackets to avoid
payment of income tax on substantial portions of their economic in-
come. This is principally achieved in real estate by allowing certain
accelerated deductions, such as accelerated depreciation and interest
paid during the construction period, to create substantial tax losses,
thereby sheltering other income of the taxpayer.

Under present law, deductions for accelerated depreciation generally
exceed the actual decline in the economic value of the property. Fur-
ther, accelerated methods of depreciation make it possible for taxpay-
ers to deduct amounts in excess of those required to service the mort-
gage during the early life of the property. When the property is sold,
the excess of the amount realized over the adjusted basis is treated as
capital gain to the extent that the recapture provisions do not apply. By
holding residential property for 162/3 years before sale, the taxpayer
can arrange to have all gain resulting from excess depreciation (which
was previously offset against ordinary income) taxed at the preferen-
tial capital gain rates without any recapture.' The tax advantages from
converting ordinary income into capital gain increase as the taxpayer's
marginal income tax rate increases.

In addition, allowing deductions for interest paid during the con-
struction period in effect permits the expensing of an important capital
cost, rather than it being spread over the life of the property. The
effect of this also is to shelter other income during the early years of a
project.

To reduce the opportunities to avoid income taxes as a result of
allowing accelerated depreciation for real property to convert ordinary
income into capital gain, the committee believes it is appropriate to
extend the present recapture rules on commercial property to cover
residential real estate.

The tax shelter effect of construction period interest is dealt with
in the committee amendment by including these deductions in the
minimum tax base.

Explanation of provisions
Under the committee amendment, when residential real estate is

sold, any gain will be fully recaptured as ordinary income to the extent
0 That is, with respect to these projects, accelerated depreciation will be fully recaptured

at ordinary income rates onl if the property has been held for not more than 20 months.
(If the property is sold within 12 months, al of the depreciation is recaptured.) For each
month the property is held over 20 months, there is a 1 percent per month reduction in
the amount of accelerated depreciation recaptured. Thus, there will be no recapture if the
property is held for a period of 120 months (10 years).

o In the case of certain Federal, state, and locally assisted housing projects constructed,
reconstructed, or acquired before January 1, 1976, there ts no recapture if the property t;
held for 10 years before sale.
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of post-1975 depreciation in excess of straight-line depreciation, ex-
cept for a special transitional rule in the case of certain low-income
housing, as described below. (This rule already applies in the case of
commercial property.) Thus, all accelerated depreciation attributable
to taxable years beginning after December 31, 1975, would be fully
recaptured to the extent of any gain regardless of the date the property
was constructed. As under present law, all of the depreciation taken,
including straight-line depreciation, is recaptured as ordinary income
if the property is not held for more than 12 months.

Special rules are provided in the case where a portion of the gain
from the sale or exchange of property is subject to recapture under
both the existing recapture rules and the new recapture rules. Under
these special rules, first, accelerated depreciation attributable to tax-
able years beginning after December 31, 1975, will be recaptured (to
the extent of any gain) ; second, accelerated depreciation attributable
to taxable years beginning after December 31, 1969, and before Janu-
ary 1, 1976, will be recaptured (to the extent of any additional gain not
recaptured under the new rules) and third, accelerated depreciation
attributable to taxable years beginning after December 31, 1963, and
before January 1,1970 will be recaptured (to the extent of any remain-
ing gain not recaptured).

The provisions of the committee amendment relating to recapture
are the same as the provisions of the House bill except with respect
to low-income housing. In the case of low-income housing, the com-
mittee amendment provides a special transitional rule in the case of
4 categories of low-income rental housing:

(1) Federally assisted housing projects with respect to which a
mortgage is insured under section 221 (d) (3) or 236 of the National
Housing Act (or housing financed or assisted by direct loan or tax
abatement under similar provisions of State or local laws) ;

(2) housing financed or assisted by direct loan or insured under
Title V (sec. 515) of the Housing Act of 1949 (or housing financed or
assisted by direct loan or insured under similar provisions of State or
local laws);

(3) low-income rental housing held for occupancy by families or
individuals eligible to receive subsidies under section 8 of the United
States Housing Act of 1937, as amended, or under the provisions of
State or local law authorizing similar levels of subsidy for lower
income families; and

(4) low-income rental housing with respect to which a deprecia-
tion deduction for rehabilitation expenditures was allowed under sec-
tion 167(k).

The House bill did nt include within the definition of low-income
rental housing, housing financed or assisted by direct loan or insured
under Title V of the Housing Act of 1949 (or housing financed or
assisted by direct loan or insured under similar provisions of State or
local laws).

As to these 4 categories of real property, the committee amendment
provides that in the case where the construction (or rehabilitation)
of such low-income housing begins after December 31, 1981, (other
than pursuant to a binding contract in existence on such date) all ac-
celerated depreciation will be recaptured to the extent of any gain
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from the sale or exchange of the property. As under present law, all
depreciation (including straight-line) will be recaptured if the prop-
erty has not been held for more than 12 months.

In the case where the construction (or rehabiliation) of the property
commenced -before January 1, 1982 (or pursuant to a binding contract
entered into before such date), the amount of recapture attributable
to accelerated depreciation taken after December 31, 1975, will be re-
duced after an initial 100-month holding period. For each month the
property is held over 100 months, there will be a 1 percent per month
reduction in the amount of accelerated depreciation attributable to
taxable years after Decenber 31, 1975, which is recaptured. Thus, after
200 months (16% years) there will be no recapture. This is the recap-
ture rule provided in the House bill for low-income housing with re-
spect to accelerated depreciation taken after December 31, 1975.

Special rules similar to those discussed above for residential prop-
erty generally are provided for low-income housing where a portion
of the gain from the sale or exchange of such property is subject to
recapture under both the existing recapture rules and the new re-
capture rules.

In addition, the committee amendment provides that where real
property is disposed of by reason of foreclosure or similar proceedings,
the monthly percentage reduction of the amount of accelerated depre-
ciation subject to recapture shall terminate as of the date on which
such proceedings were begun. The application of this provision can
be illustrated by the following example:

Eample.-Assume that on June 1, 1976, the taxpayer acquired cer-
tain low-income rental property which qualified for the special recap-
ture treatment discussed above (i.e., a one percent per month reduction
after 100 months). On April 1, 1987 (130 months after the property was
placed in service) foreclosure proceedings were instituted with respect
to the property and on December 1, 1988 (150 months after the prop-
erty was placed in service) the property was disposed of pursuant
to the foreclosure proceedings. The applicable percentage reduction
will be 30 percent rather than 50 percent since the percentage reduc-
tions would cease to apply on April 1, 1987 (the date that foreclosure
proceedings were instituted).

Effective date
The provisions relating to the complete recapture of accelerated

depreciation on residential property (other than low-income housing)
are to apply to accelerated deprecation attributable to taxable years
beginning after December 31, 1975. In the case of low-income housing,
full recapture is to apply with respect to accelerated depreciation
where the construction (or rehabilitation) begins after December 31,
1981. However, where the construction of low-income housing begins
before January 1, 1982, the 100-month recapture rule (1 percent per
month reduction in the amount recaptured after 100 months) is to
apply with respect to accelerated depreciation attributable to taxable
years beginning after December 31, 1975. The provisions relating to
the percentage reduction in the case of dispositions pursuant to fore-
closure or similar proceedings is to apply with respect to proceedings
which begin after December 31,1975.



Revenue effect
This provision will increase budget receipts by $9 million in fiscal

year 1977, $18 million in fiscal year 1978, and $56 million in fiscal
year 1981.

b. Extension of 5-year Amortization for Low-income Rental
Housing (sec. 201 of the bill and sec. 167 of the Code)

Present law
Under present law, special depreciation rules are provided for ex-

penditures to rehabilitate low income rental housing (see. 167(k) of
the code). Low-income rental housing includes buildings or other
structures that are used to provide living accommodations for families
and individuals of low or moderate income. Under current Treasury
regulations occupants of a dwelling unit are considered families and
individuals of low or moderate income only if their adjusted income
does not exceed 90 percent of the income limits described by the Secre-
tary of Housing and Urban Development (HUD) for occupants of
projects financed with certain mortgages insured by the Federal Gov-
ernment. The level of eligible income varies according to geographical
area.'

Under the special depreciation rules for low income rental
property, taxpayers can elect to compute depreciation on certain re-
habilitation expenditures under a straight-line method over a period of
60 months if the additions or improvements have a useful life of 5
years or more. Only the aggregate rehabilitation expenditures as to
any housing which do not exceed $15,000 per dwelling unit qualify
for the 60-month depreciation. In addition, for the 60-month deprecia-
tion to be available, the sum of the rehabilitation expenditures for two
consecutive taxable years-including the taxable year-must exceed
$3,000 per dwelling unit.

Reasons for change
In the Housing and Community Development Act of 1974, the Con-

gress expressed its desire to stimulate construction in low-incom4
rental housing to eliminate the shortage in the area. However, the
special tax incentive for rehabilitation expenditures for low-income
rental housing under present law expired on December 31,1975. With-
out this incentive the remodeling of many high-risk low-income proj-
ects may 'be curtailed. In order to avoid discouraging this rehabilita-
tion, the committee believes that the special depreciation provision
for low-income housing should be extended.

Explantion of provision
The committee amendment provides a two-year extension of the

special 5-year depreciation rule for expenditures to rehabilitate low
income rental housing and increases the amount of rehabilitation ex-
penditures that can be taken into account per dwelling unit from
$15,000 to $20,000. These provisions are essentially the same as those
provided in the House bill.

' The current income limits prescribed by the secretary of HUD for a family of for
are $13,400 to Washington. DC. 51!3010 Chicago, and $11,900 In Los Angeles. Thus,90 percent of these limits are 1;,00, $12,330, and $10,710 respectively.



However, the committee amendment modifies the House bill with
respect to the new expiration date (January 1, 1978) of the special 5-
year rule. Under the committee amendment, rehabilitation expendi-
tures that are made pursuant to a binding contract entered into before
January 1, 1978, would qualify for the 5-year depreciation rule even
though the expenditures are actually made after December 31, 1977.
Under the House bill, only expenditures actually paid or incurred
before January 1,1978, would qualify.

In addition, the committee amendment modifies the definition of
families and individuals of low and moderate income by providing that
the eligible income limits would be determined in a manner consistent
with those presently established for the Leased Housing Program
under Section 8 of the United States Housing Act of 1937, as amended.
Under the House bill (as under present law), the eligible income
limits are determined in a manner consistent with the policies of the
Housing and Urban Development Act of 1968.

Effective date
The provisions relating to the 2-year extension apply to expenditures

paid or incurred with respect to low-income rental housing after
December 31,1975, and beforeJanuary 1,1978 (including expenditures
made pursuant to a binding contract entered into before January 1,
1978). The provisions increasing the amount of expenditures that can
be depreciated under the special 5-year rule shall apply to expenditures
incurred after December 31,1975.

Revenue effect
It is estimated that this provision will result in a decrease in tax

liability of $1 million for calendar year 1976, $3 million for 1977, and
$7 million for 1981.

2. Limitation of Loss to Amount At-Risk (see. 202 of the bill and
sec. 465 of the Code)

Present law
Generally, the amount of depreciation or other deductions which

a taxpayer is permitted to take in connection with a property is lim-
ited to the amount of his basis in the property. In addition, similar
statutory limitation rules are found in sections 704 (d) and 1374 (c) (2)
for owners of partnership interests and shareholders in subchapter S
corporations where the partners and shareholders, rather than the
entity, are taxed on the income or loss of the entity.

The starting point for determining a taxpayer's adjusted basis in a
productive activity or enterprise is generally the taxpayer's cost for
the productive assets (sees. 1011, 1012). In the case of a productive
activity engaged in through a partnership or subchapter S corpora-
tion, the investor's adjusted basis in his stock or partnership interest
is generally based on the amount of money and his adjusted basis in
other property contributed to the enterprise (sees. 722, 358). The in-
vestor's basis in a partnership interest or subehapter S corporation
stock is increased by his portion of the income of these entities, and
decreased by his portion of their losses, in recognition of the fact that
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the income and losses are flowed through to the investor for tax pur-
poses, rather than being taxed to the entity.

The liabilities of a productive activity may also have an effect upon
an investor's adjusted basis in the activity. Thus, a taxpayer's basis in
a property includes the portion of the purchase price which is financed
even if the taxpayer is not personally liable on the loan and the lender
must look solely to the financed property for repayment of the loan.

In the case of a subchapter S corporation,-liabilities of the corpora-
tion increase a shareholder's adjusted basis in the stock to the extent
that the liability is owed to that particular shareholder secss. 1374(c)
(2),1376).

In the case of partnerships, in general, a partner's share of the lia-
bilities of the partnership is considered to be a contribution of money
by him to the partnership (sec. 752). Since a partner's contributions
to the partnership increase the adjusted basis of his partnership inter-
est (sec. 705), the partner's adjusted basis reflects not only his contri-
butions in money and other property, but also his share of partnership
liabilities. This rule applies regardless of whether the particular lia-
bility is owed to one or more of the partners or to an unrelated party.
The rule is premised upon the assumption that the partner may be held
personally liable for the debts of the partnership and since he may be
called on to, in effect, make additional contributions of money to cover
these liabilities, the adjusted basis of his partnership interest should
reflect this potential risk of additional liability.

However, limited partners in a limited partnership may not be held
responsible for partnership debts, and their potential personal liability
is confined to the amount of their partnership contribution in money or
other property. Since a limited partner does not have unlimited per-
sonal liability, the basis of his partnership interest is not usually in-
creased to reflect borrowing by the partnership. There is, however, an
exception to this rule. The regulations provide that where none of the
partners have personal liability for a partnership obligation, all of the
partners, including limited partners, share in the liability (Reg.
§ 1.752-1 (e) ). Since a limited partner is deemed to have a share of such
nonrecourse liabilities, the adjusted basis of his partnership interest
is increased under the generally applicable partnership provisions.

This approach to nonrecourse partnership liabilities arises from a
judicially developed principle known as the Crane rule. The Crane
rule is derived from the Supreme Court's reasoning in Crane v. Corm-
mrsswoner, 331 U.S. 1 (1947), where it was held that an owner's ad-
justed basis in a parcel of real property included the amount of a non-
recourse mortgage on the property, under which the mortgagee-lender
could seek a recovery of its loan only from the property. (It is because
of the Crane rule that nonrecourse indebtedness is generally included
in an investor's adjusted basis, as indicated above, in a business or pro-
ductive property.)

Also, in general, the existence of protection against ultimate loss by
reason of a stop-loss order, guarantee, guaranteed repurchase agree-
ment or similar arrangement does not impose a limitation on the
amount of losses a taxpayer may deduct in the early taxable years of
an activity.



Reason for change
The typical tax shelter operates as a limited partnership with

individual investors participating as limited partners. Virtually all of
the equity capital for the activity is contributed by the limited partners
with the major portion of remaining operating funds (generally 75
percent or more of the total capital) for the partnership financed
through nonrecourse loans.

When an investor is solicited for a tax shelter activity, it has become
common practice to promise the prospective investor substantial tax
losses which can be used to decrease the tax on his income from other
sources. The committee believes that it is not equitable to allow these
individual investors to defer tax on income from other sources through
losses generated by tax sheltering activities, to the extent the losses
exceed the amount of actual investment the taxpayer has placed at risk
in the transaction.

The opportunity to deduct tax losses in excess of the amount of the
taxpayer's economic risk arises under present law primarily through
the use of nonrecourse financing not only by limited partnerships, hut
also by individuals and subchapter S corporations. The ability to
deduct tax losses in excess of economic risk also may arise through
guarantees; stop-loss agreements, guaranteed repurchase agreements,
and other devices used by partnerships, individuals and subchapter S
corporations.

Nonrecoui leveraging of investments and other risk limiting de-
vices which produce tax savings in excess of amounts placed at risk
substantially alter the economic substance of the investments and
distort the workings of the investment markets. Taxpayers, ignoring
the possible tax consequences in later years, can be led into investments
which are otherwise economically unsound and which constitute an
unproductive use of investment funds.

The House bill applied the limitation on artificial losses (LAL)
provision to tax sheltering activities in an attempt to limit the deduc-
tions available to the amount of income earned in the year. As indi-
cated above, the committee is concerned that the LAL provision in
the House bill is too complicated and would present difficulties in
administration. In addition, the committee believes that a significant
problem in tax shelters is the use of nonrecourse financing or other
devices as a result of which the taxpayer is not personally liable for
amounts which are attributed to his basis for purposes of the tax bene-
fits from the investments. Consequently, the committee amendment
provides an "at risk" rule which the committee believes deals more di-
rect!y with the abuses in tax shelters. In addition, as indicated in the
minimum tax section above, the committee amendment applies the
minimum tax to the tax preferences related to these tax shelter activi-
ties in order to make sure that taxpayers in these tax shelter invest-
ments would at least pay some minimum tax. The committee believes
that by dealing with tax shelters in these two ways (combined with the
modifications provided in the maximum tax, as indicated in that
section above), the committee amendment eliminates the abuses in
tax shelters in their use of various limited risk financing techniques,
while at the same time continuing the incentives which are believed
appropriate in certain areas, but providing a minimum tax on these
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preferences to ensure that they do not allow taxpayers to avoid all
tax in these activities.

Explanation of provision
To prevent a situation where the taxpayer may deduct a loss in ex-

0ess of his economic investment in certain types of activities, the com-
mittee amendment provides that the amount of any loss (otherwise
allowable for the year under present law) which may be deducted in
connection with one of these activities, cannot exceed the aggregate
amount with respect to which the taxpayer is at risk in each such
activity at the close of the taxable year. This "at risk" limitation ap-
plies to the following activities: (1) farming; (2) exploring for, or
expoiting, oil and gas resources; (3) the holding, producing, or dis-
tributing of motion picture films or video tapes; and (4) equipment
leasing. The limitation applies to all taxpayers (other than corpora-
tions which are not subchapter S corporations) including individuals
and sole proprietorships, estates, trusts, shareholders in subchapter S
corporations, and partners in a partnership which conducts an ac-
tivity described in this provision.

The risk limitation is to apply on the basis of the facts existing at
the end of each taxable year.'

In applying the at risk limitation, the amount of any loss which is
allowable in a particular year reduces the taxpayer's risk investment
(but not below zero) as of the end of that year and in all succeeding
taxable years with respect to that activity. Thus, if a taxpayer has a
loss in excess of his at risk amount, the loss disallowed will not be
allowed in a subsequent year unless the taxpayer increases his at risk
amount.

Losses which are suspended under this provision with respect to a
taxpayer because they are greater than the taxpayer's investment
which is "at risk" are to be treated as a deduction with'respect to the
activity in the following year. Consequently, if a taxpayer's amount
at risk increases in later years, he will be able to obtain the benefit of
previously suspended losses to the extent that such increases in his
amount at risk exceed his losses in later years.

The at risk limitation also applies regardless of the method of ac-
counting used by the taxpayer and regardless of the kind of deductible
expenses which contributed to the loss.

The at risk limitation is only intended to limit the extent to which
certain losses in connection with the covered activities may be deducted
in the year claimed by the taxpayer. The rules of this provision do not
apply for other purposes, such as the determination of basis. Thus, a
partner's basis in his interest in the partnership will generally be
unaffected by this provision of the committee amendment.2 

However,
for purposes of determining how much, if any, of his share of a part-
nership loss a partner may deduct in any year, this provision of the

lIf the partners in a Partnership are personally liable on a loan to the partnership at
the time the loan is initially made, but If the loan provides that the debt becomes nonre-
course if certain later events occur (e.g. if an orchard reaches a certain stage of develop-
ment), the partners are exposed to the risk of loss during the period they are personally
liable on the loan. They cease to be exposed to lose from and after the time that the loan
becomes nonrecourne.

'The partner's basis will Increase to the extent that his distributive share of partner-
ship Income is retained by the partnership and used for such purposes as repaying the
partnership's loan. The psrtners basin foe his interest in the partnership will then decrease
in an equal amount by the reduction in his share of the partnership llabIlity.



committee amendment overrides the existing partnership rules of sec-
tion 704(d) and related provisions, including regulations section
1.752-1 (e).3

'For purposes of this provision, a taxpayer is generally to be con-
sidered "at risk" with respect to an activity to the extent of his cash
and the adjusted basis of other property contributed to the activity,
as well as any amounts borrowed for us in the activity with respect
to which the taxpayer has personal liability for payment from his
personal assets. (Also, as discussed further below, a taxpayer is at risk
to the extent of his net fair market value of personal assets which
secure nonrecourse borrowings.)

A taxpayer is not to be considered at risk with respect to the pro- -
ceeds from his share of any nonrecourse loan used to finance the
activity or the acquisition of property used in the activity. In addi-
tion, if the taxpayer borrows money to contribute to the activity and
the lender's recourse is either the taxpayer's interest in the activity
or property used in the activity, the amount of the proceeds of the
borrowing are to be considered amounts financed on a nonrecourse
basis and do not increase the taxpayer's amount at risk.

Also, under these rules, a taxpayer's capital is not "at risk" in the
business, even as to the equity capital which he has contributed to the
extent he is protected against economic loss of all or part of such
capital by reason of an agreement or arrangement for compensation or
reimbursement to him of any loss which he may suffer.' Under this
concept, an investor is not "at risk" if he arranges to receive insurance
or other compensation for an economic loss after the loss is sustained,
or if he is entitled to reimbursement for part or all of any loss by
reason of a binding agreement between himself and another person.

In livestock feeding operations, for example, some commercial
feedlots have offered to reimburse investors against any loss sustained
on sales of the fed livestock above a stated dollar amount per head.
Under such "stop loss" orders, the investor is to be considered "at
risk" (for purposes of this provision) only to the extent of the portion
of his capital against which he is not entitled to reimbursement. Simi-
larly, in some livestock breeding investments carried on through a
limited partnership, the partnership agrees with a limited partner
that, at the partner's election, it will repurchase his partnership in-
terest at a stated minimum dollar amount (usually less than the in-
vestor's original capital contribution). In situations of this kind, the
partner is to be considered "at risk" only to the extent of the portion
of the amount otherwise at risk over and above the guaranteed re-
purchase price.5

3 If no partner is personally liable to repay any part of a debt obligation incurred by
the partnership, no partner may treat such part of the debt as part of his capital at ris
in the partnership for purposes of this provision.

Simirly, even if one or more partners is personally liable on part or all of a partner-
ohip-.lebt. other partners who have no personal liability may not treat any part of the
debt as part of their risk capital.

In the case of a partnership, special allocations of deductions b agreement among the
partners may not increase the amount of a loss deduction allowable to any partner tor a
taxable year beyond the amount which that partner is "at risk" in the partnership for the
same year.

' The normal buy-sell a reement between partners which is carried out when a partner
retires or dies Is not the klnd of agreement which prevents a partner from being at risk.

A limited partner who assumes personal liability on a loan to the partnership (made
by a hank or other lender), hot who obtains the general partner's agreement to indemnify
him against some or all of any loon arising under sock personal liability, is at risk only
with respect to the excess of the amount of the indebtedness over the maximum amount
covered by the indemnity agreement.
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Similarly, if a taxpayer is personally liable on a mortgage but he
separately obtains insurance to compensate him for any payments
which he must actually make under such personal liability, the tax-
payer is at risk only to the extent of the uninsured portion of the
personal liability to which he is exposed.6 The taxpayer will be able
to include in the amount which he has at risk any amount of pre-
mium which he had paid from his personal assets with respect to the
insurance. However, a taxpayer who obtains casualty insurance or
insurance protecting himself against tort lability will not be con-
sidered "not at risk" solely because of such insurance protection.

A taxpayer's at risk amount is generally to include amounts bor-
rowed for use in the activity which is secured by property other than
property used in the activity. For example, if the taxpayer uses
personally-owned real estate to secure nonrecourse indebtedness, the
proceeds from which are used in an equipment leasing activity, the
proceeds may be considered part of the taxpayer's at risk amount. In
such a case, the portion of the proceeds which increases the taxpayer's
at risk amount is to be limited by the fair market value of the property

used as collateral (determined as of the date the property is pledged
as security), less any prior (or superior) claims to which the collateral
is subject.

The committee amendment contains a special rule which prevents
a taxpayer increasing from his at risk amount through collateral in
cases where the collateral was financed directly or indirectly by in-
debtedness which is secured by any property used in the acivity. The
intent of this rule is to prevent a taxpayer from increasing his at risk
amount by cross-collateralizing property used in the activity with
other property not used in the activity.

The rules treating a taxpayer as being "at risk" with respect to the
net value of pledged property also do not apply to nonrecourse loans if
the lender has an interest, other than as a creditor, in the activity or if
the lender is related to the taxpayer (within the meaning of section
267 (b)).

In the case of a partnership, a partner is generally to be treated as
at risk to the extent that his basis in the partnership is increased by
his share of partnership income The fact that partnership income is
then used to reduce the partnership's nonrecourse indebtedness would
have no effect on the partner's amount at risk. (The reduction of non-
recouse indebtedness would still, of course, reduce his basis in his
partnership interest for purposes other than the at risk limitation.) e

For purposes of this rule it will be assumed that a loss-protection guarantee, repurchase
agreement or insurance policy will be fully honored and that the amounts due thereunder
* ill be fully paid to the taxpayer. The Possibility that the party making the guaranteeto the taxpayer, or that a partnershl which agrees to repurchase a partner o interest at anagreed price. will fail to carry out the agreement (because of factors such as insolvency orother financial difficulty) Is not to be material unless and until the time when the taxpayerbecomes nconditionally entitled to payment and, at that time, demonstrates that he
cannot recover under the agreement.

Hoverer, his at risk amount most be reduced by any personal nonrecourse indebtednessrejected in his -basis and any other appropriate stop-loss orders, etc., which affect hisrisk or that of his partnership,rsk example, assume p artner A's basis in the partnership is $60X (consisting of siox
which is "at ish" and $50X which represents the portion of the partserhlp's nonreouneloan which Is allocated to partner A's basis), If the partnership has $5X of taxable income
for the taxable year which Is allocated to partner A, his total basis is increased to $65X (hisat risk basis increases to $15X while hs basis which is not at risk remains at s5ox).
If the partnership in the following year makes a $5X payment to the bank on its loan.
the partner's basis is reduced to $60X hta at fsk basis remains at 415X while his
basis which is not at risk is reduced to $45 ).



If the partnership, instead of retaining the income, makes actual dis-
tributions of the income to a partner in the taxable year, the amount
distributed reduces the partner's amount at risk.

In general, in the case of an activity engaged in by an individual,
each motion picture film or video tape, item of leased equipment, farm,
or oil and gas property is treated as a separate activity. However, in
the case of a partnership or subchapter S corporation, all of the activi-
ties in the same category (i.e., all motion picture films and video tapes)
are to be treated as one activity.9 Thus, the loss from the activity for
any partner is that partner's loss from the partnership and (assuming
no stop-loss orders, etc.) his at risk amount is generally the amount
of his cash or other contribution to the partnership, plus his share of
the proceeds of any indebtedness with respect to which the partner
has no limitation on liability. Since in these cases the partnership is
treated as a single activity, only property of a partner which is not
used in the partnership activity can be considered collateral which
increases the partner's risk amount.

The at risk limitation applies only to tax losses produced by ex-
pense deductions which are not disallowed by reason of some other
provision of the code. For example, if a prepaid interest expense is
suspended under the prepaid interest limitation (see. 207 of the com-
mittee amendment), that expense will not enter into the computation
of the tax loss subject to the risk limitation. When the interest accrues
and becomes deductible, the expense may at that time be deferred under
this provision of the committee amendment. Similarly, if a deduction
is deferred pursuant to the farming syndicate rules (described in the
farm section below), that deduction will enter into the computation of
the tax loss subject to the risk limitation only when it becomes deducti-
ble under the farming syndicate rules.

Effective dates
This provision applies to losses attributable to amounts paid or

accrued in taxable years beginning after December 31, 1975.
Revetle effect

This provision will increase budget receipts by $52 million in fiscal
year 1977, $40 million in fiscal year 1978, and $37 million in fiscal
year 1981.

3. Farm Operations

a. Farming Syndicates (see. 204 of the bill and sees. 278 and 464
of the Code)

Present laW
Under present law, farm operations are governed by special tax

rules, many of which confer tax benefits on farming activities and on
persons who engaged in farming. Under present law, the special tax
rules available to farmers can be utilized by both full-time farmers
and by high-bracket taxpayers who participate in farming as a side-
line. Part-time farmers are entitled to use the special farm rules even

. However, partnerhips engaged in two or more different activities, such as movies and
equipment leasing, or movies and farming are to be treated as* having that number of
activities and the at risk limitation is determined separately for each activity.



if they are absentee owners who pay agents to operate their farming
activities and regard their own participation (such as being limited
partners in a nationwide syndicate) as a completely passive investment.

Taxpayers engaged in farming may report tileir income and ex-
penses from farm operations on the cash method of accounting, which
does not require the accumulation of inventory costs. Farmers may also
deduct the cost of seeds and young plants purchased in one year which
will be sold as farm products in a ater year.1 These rules contrast with
the tax rules applicable to nonfarm taxpayers engaged in the business
of selling products, who must report their income using the accrual
method of accounting and must accumulate their production costs in
inventory until the product is sold.

The special inventory exception for farmers was adopted by ad-
ministrative regulation more than fifty years ago. The primary jus-
tification for this exception was the relative simplicity of the cash
method of accounting which, for example, eliminates the need to iden-
tify specific costs incurred in raising particular animals.

The Treasury has also long permitted farmers to deduct currently
many of the costs of raising or growing farm assets (such as costs
related to breeding animals, orchards and vineyards) which are used in
the trade or business of farming.2 (In similar nonfarming businesses,
such as manufacturing, these costs generally are treated as capital ex-
penditures and are depreciated over their useful lives.) These assets are
used in a taxpayer's business and may eventually be sold at a gain
which is taxed at the lower capital gain tax rate. Since development
costs can be deducted before the income is realized from the sale of
livestock or crops, the development costs may offset a farm investor's
income from other sources such as salaries, interest, professional
fees, etc.

Certain other provisions of present law allow specific types of capital
improvements to farmland to be deducted when the taxpayer pays
them. These costs include soil or water conservation expenditures (sec.
175), fertilizer costs (sec. 180), and land clearing expenses (sec. 182).
Similar capital expenditures in a nonfarm business would be added
to the basis of the pro perty and, since land is nondepreciable, could
be recovered only out of the proceeds when the land is sold.-

Capital gain treatment is generally available on the sale of depre-
ciable assets used in farming (as well as on the sale of the underlying
farmland itself), even though these assets or land may have been
developed or improved by expenditures which were deducted against
ordinary income.3 In effect, a farm investor's income which is initially
sheltered by accelerated farm deductions is transformed into added

I However a farmer may not deduct the purchase price of livestock, such as cattle, which

he intends to fatten for sale as beef.
Not all costs relating to development of farm sets are currently deductible. A farmer

is required to capitalize costs of water wells, Irrigation pipes and ditches, reservoirs, dams,
rosd.trucks. farm machinery, land and buildings

Section 278 of present law specifically requires capitalization of all amounts attributable
to the planting, cultivating, maintaining or developing of an almond or citrus grove during
the first four years after the grbve was planted.

.'Under section 123i a taxpayer who sells property used in his trade or business obtains
a special tax treatment. All gains and losses from section ij23 property are aggregatedfor each toxahie year and the gain, if any, Is treated as capital gain. The loss, if any,
1o treated a an ordinary loss. Machinery, equipment, buildings and land used by a taxpayer
in his business are examples of section 1231 property.



capital value of the farm asset and taxed as part of that value when
the farm capital assets (vineyard, breeding animal, farmland, etc.)
are later sold.

After breeding animals, vineyards or orchards reach maturity and
are held for the production of annual crops, farmers and farm inves-
tors continue to receive tax benefits through deductions for accelerated
depreciation. 4

Capital gain treatment on the sale of farm assets held for the pro-
duction of income or used in a taxpayer's farm business is not avail-
able to the extent that various recapture rules of present law are
applicable. For example, section 1251 requires a limited recapture as
ordinary income (rather than capital gain) of previous farm tax
losses whenever assets used in a farming business are sold or disposed
of. (This section of present law is affected by section 203 of the com-
mittee amendment.)

Section 1252 recaptures amounts previously deducted as soil and
water conservation and land clearing expenses if farmland is sold
within 5 years after acquisition. If the land is held for a longer period,
the amount recaptured is reduced by 20 percent for each year over
5 years that the property is held. Thus, if the land is held more than
10 years, no recapture is required on a sale of farmland.

The holding period for long-term capital gain treatment of cattle
and horses held for draft, breeding, dairy, or sporting purposes (such
as horse racing) is 24 months (see. 1231 (b) (3)). The minimum hold-
ing period for other livestock held for such purposes is 12 months.
(One effect of this rule is that many sales of "culls" from a breeding
herd, i.e., animals regarded as unsuitable, are taxable at ordinary in-
come rates, since many culls are sold within 24 months.) '

Section 183 limits the current deduction of expenses in an activity
which a taxpayer conducts other than "for profit." Although not lim-
ited to farming, this provision may affect a variety of farm operations.
If an activity is found not to be engaged in for profit, expenses can
be deducted only to the extent that income derived from the activity
exceeds deductible interest, taxes and casualty losses.

'Reason8 for change
Farm investments offer an opportunity to defer taxes on nonfarm

income where investors can take advantage of the special farm tax
rules to deduct farm expenses in a year or years prior to the years when
the revenue associated with such expenses is earned. This type of

' For example, an investor or rancher can use 200 percent declining balance depreciation
on the purchase price of breeding animals which he originally purchased for the herd. If
the rancher purchased cattle which had been used for breeding by a previous owner, the cat-
tle can be dereciated on the 150 percent declining balance method.

The offspring of purchased animal cannot be depreciated, however, since the owner is
considered to have no cost basis In such animals. (As indicated earlier, however, the cost
of raising such offspring can he expenses.)

Accelerated depreciation under a 150-percent declining balance method is also avail-
able for new farm buildings and for the costs of purchased vineyards and orchards. The
capitalized costs of vineyards and orchards planted by the taxpayer may be depreciated
on a 200-percent declining balance method. I

' The statute also prevents tax-free exchanges of livestock of different sexes (see. 1031
(e)). Such exchanges had previously been used to enable a rancher (or ranch investor)
to build up his herd free of current tax b exchanging bull calves, most of which are not
used for breeding purposes, for female ca ves which could be used to increase the size of
the herd.
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deferral can occur regardless of whether the proceeds from the later
sale of the underlying products are taxed at ordinary income or
capital gain rates. Generally, in farming operations tax losses can be
shown in early years of an investment because of (1) the opportunity
to deduct, when paid, costs which in nonfarm businesses would be in-
ventoried and deducted in a later year, (2) the ability to deduct, when
paid, costs which should properly be capitalized, and (3) the ability
to claim depreciation deductions which exceed straight-line deprecia-
tion.

These tax losses may offset income from a taxpayer's other non-
farm occupations or investments on which 'he would otherwise have
to pay tax currently. When the income which is related to these deduc-
tions is reported, it will not be reduced 'by the amount of the deduc-
tions properly attributable to it (and will thus be greater in net
amount than it otherwise would be). This lack of matching re-
sults in deferral of taxes from the years when the initial deductions
were taken. If the related farm income is eventually realized as capital
gain (as it may be where breeding animals or orchards are sold), con-
version of ordinary income (against which the expenses were de-
ducted) into capital gain may also result. Even without the possibility
of conversion, however, the tax advantages of deferral alone are fre-
quently sufficient to motivate many high-income taxpayers to engage in
certain types of farming activities.

High- bracket taxpayers have continued to use farm tax rules to
shelter nonfarm income because (except for citrus and almond groves)
the restrictions in present law do not prevent the initial deferral of
taxes on nonfarm income by means of accelerated deductions incurred
in farm activities. Present law forcuses largely on recapturing some
deductions which otherwise would be used to convert ordinary income
into capital gain, and on denying capital gain treatment by increasing
the holding periods for farm assets. However, under the cash method
of accounting, farm expenses are still deductible as they are paid. The
time value of deferring taxes on nonfarm income remains a strong
attraction for outside investors to invest in farming and to use as
much borrowed money as possible to create farm "tax losses."

Since 1969, in particular, the number and volume of publicly syndi-
cated investments in almost all areas of agriculture have increased
substantially. Farm tax benefits 'have been effectively packaged and
sold to high-bracket taxpayers through limited partnerships (and
management contracts) for investments in cattle feeding and breeding,
tree crops, vegetable and other field crops, vineyards, dairy cows, fish,
chickens, and egg production.

Table 1 sets forth the average farm loss reported for tax purposes
since 1969 by individual taxpayers in different income brackets. This
Table shows that average farm losses have increased as taxpayers'
income levels have increased, and that this trend has remained con-
sistent during the four years covered by the Table. The fact that the
largest farm losses are concentrated in income levels over $100,000
suggests that high-bracket taxpayers have continued to make use of
the special farm tax rules to shelter their nonfarm income.



TABLE 1.-NET FARM LOSSES BY SIZE OF ADJUSTED GROSS INCOME

1970 1971 1972 1973

Number of Number of Number of Number of

returns returns returns returns
showing Average showing Average showing Avere showing Average

Adjusted gross income teem loss farm toss farm loss farm toss farm toss farm loss farm fss farm oss

All returns-total ............................... 1,234,092 ($2, 350) 1,290,203 ($2, 540) t, 171, 591 ($2, 75B) 1.218, 962 ($3, 343)

Total nat farm loss (thousands) ----------....................... (2, 899, 513) ----- - (3, 277, NR) ............. (3, 230, 956) ------------ - (4,074, 998)

Onder 35,000 -------------------------------- 485, 531 (2,9593 475,90 (2909 303, 492 (3, 70 371, 09 (4,323)

3002 eoe 1,0--------------30 4 100 8,3 t) 335 :492 (8,79 299 0506 235
$10t,000 under $20,000------------------------- 284, 050 ,009 327, 8OR (9,032) 330, 750 1, 297, 58 2.123)

-20,000 under 50 ..-------------------- ------- 03, 949 1(4 202 78, 358 (4,087) 1(0, 840 (90 70
50 000 under $ 00 000 .. . . . .tO.. . . . .. . . . . 1 , 097 9, 473 5 0, S75 (9, 5 7) 9, 42 ( , 074 24, 494t 8 970 )
$2,1000 under $50,00 ....... .....----------------- 5,012 (21,6030 9,707 (20,803) 0,941 (8, 390 3,10)

3500000 ndr $1,000,000---245---------------------219 443,143) 202 (533) 300 (50,0 1 4 (70, 451)

50,000 or more--- --------------- ------------ 9..(028, 349 902 (034,009) 129 (070, 081 110 (10,010)

Source: U.S. Treasury Department, Statistics of Income-lndivduaf Income Tax Returns, 1970. 3971. 1972, 1973 (preliminary).



Deferral shelters.-Some of the types of farming operations which
are used as deferral shelters are as follows:

Ca) Cattle Feeding.-Cattle feeding offers one of the best known
an , until recent downturns in the farm economy, most widely used
deferral shelters. Typically, the investment is organized as a limited
partnership or as an agency relationship (under a management con-
tract) in which a commercial feedlot or a promoter agrees to act as an
agent for the investor in buying, feeding and managing cattle. After
being fed a specialized diet for four to six months, the fattened cattle
are sold at public auction to meat packers or food companies. A cattle
feeding venture of this kind is typically formed in November or De-
cember, using leveraging and the cash method of accounting to permit
taxpayers with income from other sources to defer taxes otherwise due
on that income in that year 'by deducting expenses for prepaid feed,
interest, and other costs incured in the feeding venture. Income is
realized in the following year when the fattened cattle are sold. At that
time, the bank loans are repaid and any unpaid fees due the feedlot (or
promoter) are deducted. The balance is distributed to the investors.
Since feeder cattle are held for sale to customers, sales of the animals

reduce ordinary income. If the investors were to reinvest their profit
rom one feeding cycle into another one, they could theoretically defer

taxes indefinitely on the nonfarm income which they sheltered origi-
nally.

Since most investors in cattle feeding shelters buy in at the end of
the calendar year, deductions for prepaid feed for the cattle have 'been
central to the creation of tax losses in that year.

(b) Shell egg.-Another deferral shelter involves the production
and sale of eggs. In egg shelters, almost the entire amount invested and
borrowed can be spent on items for which deductions are claimed in
the first year. These items include poultry flocks, prepaid feed, and
(to some extent) management fees to the persons who operate the pro-
gram for the investors. Under present law, amounts paid for egg-
laying hens which are commonly kept for only one year from the time
they start producing are allowable deductions in the year the poultry
is purchased.

7

Deferral and conversion shelters.-A deferral and conversion shelter
offers an investor an opportunity both to defer taxes and also to convert
ordinary income into capital gain. The manner in which these benefits.
are obtained is by deducting development costs of section 1231 prop-
erty (breeding cattle, orchards, vineyards, etc.) and capital gain prop-
erty (farmland) from ordinary nonfarm income and by later selling
the developed assets after the investor has held them long enough to
qualify for long-term capital gain rates. Since the recapture ruleswhich apply to deducted development expenses (e.g. section 1251) aremuch more limited in scope than depreciation recapture rules gener-

SIn recent yeses, the Internai Revenue Service has questioned deductions for preSdteed claimed by taxpayers using the cash method of accounting. The Service (in Rev.Rol. 7i-ii2) has prescribed several technical criteria and relied on its general authorityto recompute a taxpayer's icome if deductions materially distort his income. However.ioveotoro to cattle feeding shelters may. to some cases, still csrcomvent the administra-live criteria in order to ulstify deductions for prepad food.iRev. Rut. 50-i9i, i960-i CD. 78. The purehas ct of this oltry may be deducted
currently if the farmer comsistenty does so and if the deductions clearly reflect his

income.



ally, many farm operations can be structured so that there will be little
or no recapture of previously deducted development costs.

(a) Livestock breeding.-Livestock breeding offers taxpayers the
opportunity to defer taxes over a period of two or more years and also
to convert ordinary income into capital gain. In general, breeding oper-
ations rely on current deductions for prepaid expense items; current
deductions for expenses of raising young animals to be used for breed-
ing, dairy, draft or sporting purposes; the investment credit; acceler-
ated depreciation and additional first-year depreciation on purchased
animals and equipment; and capital gain when the mature animals are

,eventually sold.
Although cattle is the most widely used breeding shelter, there have

also been investments offered for the purchase, breeding and sale of
horses, fur-bearing animals (such as mink and chinchilla), other types
of farm animals (such as hogs), and some kinds of fish and shellfish.

(b) Orchards, groves, and vineyard.-An investment in an orchard,
vineyard or grove involves a "tree crop" as distinct from a "field" crop
such as vegetables. The list of tree crop partnerships covers virtually
anything grown in an orchard or vineyard in the form of trees or vines
which produce annual crops of fruits (e.g., grapes, apples or avoca-
dos) or nuts (e.g., pecans, pistachios or walnuts).s

During the development period of trees or vines, the owners deduct
costs of spraying, fertilizing, irrigating and generally cultivating the
tree or vine to its crop-producing stage. They also depreciate farm
machinery, irrigation equipment, sprinkler systems, wells and fences
which they install on the property. They can aIso obtain the investment
credit; and deductions may also be available for interest, fees and some
prepaid items. After the trees start producing fruit or nuts, the owner
can depreciate the costs of the seedlings and their original planting.
(These costs were capitalized when incurred.) Such depreciation
can partly shelter the annual crop income. Income from the crop sales
is ordinary income. Capital gain is available, however, when the under-
lying land and the orchard are sold (except to the extent that recap-
ture rules come into play).

Use of farming sndicates.-These special farm tax rules have been
utilized not only by taxpayers who are actively engaged in farming
enterprises with the intention of making a profit, but also by passive
investors whose motivation, in large part, consists of a desire to use
these farming rules to shelter income from other sources. These pas-
sive investors are frequently members of "farming syndicates" formed
by a promoter or operator. In order to offer attribution of losses and
limited liability to the investor, a farming syndicate is generally
structured as either a limited partnership or as an agency relationship
with a management contract (and with limited liability generally
provided for by nonrecourse indebtedness, insurance, stop-loss
guarantees, etc.). During the 5-1/2 years between January 1, 1970,
and July 1, 1975, the dollar amount of tax shelter offerings in partner-
ship form registered with the National Association of Securities
Dealers was $942,424,000 in cattle feeding and breeding ventures and

Citrus fruits and almonds are nerally no longer suited to tax shelter because of the
rest eapitalsatisn rule of seetion 278.
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$166,575,625 in vineyards and other farming shelters. (There are many
more private syndications which are not required to be registered.)

Summary.-The committee believes that the special farm tax rules
should be continued for most farmers who are actively engaged in
farm operations, but that such special farm tax rules should be severely
curtailed for farming syndicates in which a substantial portion of the
interest is held by taxpayers who are motivated, in very large part, by
a desire to shelter other income, rather than by a desire to make a
profit in the particular farming operation.

The committee believes that reducing tax incentives for high-bracket
taxpayers who invest in syndicated farming operations will improve
the competitive position of full-time farmers who must look to the
income generated from farm operations for all or most of the return
on their investment in farm operations.

The committee amendment differs very substantially from the House
bill, which contained a series of complex provisions (referred to as
a limitation on artificial losses, or LAL) designed to limit the current
deduction of certain farm expenses and provisions requiring many
farm corporations to use the accrual method of accounting (and t6
capitalize preproductive period expenses). The committee deleted
these provisions because they seemed likely to affect many taxpayers
who, in the committee's judgment, should be entitled to continue to
use the cash method of accounting and the other farm tax rules. In
addition, the committee believes that LAL as applied to farming is
too complex and requires too much recordkeeping for many farmers
who might be subject to the provisions, even taking into account the
exceptions contained in the House bill. As a result, the committee has
substituted, in lieu of the House provisions, rules dealing with farm-
ing syndicates to require certain expenses to be deducted when the
purchased item is consumed or used, rather than when paid, and to
capitalize other expenses.

Explanation of provision
The committee amendment requires farming syndicates to deduct

expenses for feed, seed, fertilizer, etc. only when consumed, to deduct
expenses of purchased poultry only over their useful life (or, in the case
of inventory, only when disposed of) and to capitalize certain culti-
vation, maintenance, etc. expenses of groves, orchards and vineyards
to the extent such expenses are incurred before the grove, orchard or
vineyard becomes productive.9

Definition of farming syndicate.-For purposes of these provisions,
a "farming syndicate" is defined as including (1) a partnership or
other enterprise engaged in farming if, at any time, any interest in
the partnership or other enterprise has been offered for sale in an
offering required to be registered with a Federal or State agency hav-
ing authority to regulate the offering of securities for sale, (2) a
partnership engaged in the trade or business of farming if more than
50 percent of the losses during any period are allocable to limited

9 Also. as a general limitation on the use of the farm tax rules, the committee provided
that tax losses attributable to certain deductions Incurred in farming are to be allowable
in any year only to the extent of the amounts for which the taxpayer in at risk in the
business. This rule applies to all types of taxpayers engaged in any type of farming
operation (see. 202 of the committee amendment).



partners, and (3) any other enterprise engaged in farming if there is
an allocation of more than 50 percent of the losses to persons with
limited risk."

The first and third categories include as farming syndicates many
forms of organization of farm enterprises such as general partner-
ships, agency relationships created by management contracts, trusts,
and interests in subchapter 'S corporations."' If an interest in any such
enterprise has been offered for sale in an offering required to be
registered, it is a farming syndicate. Similarly, unless excepted by
the "active management" rules described below, if more than 50 per-
cent of the losses during any year are allocable to persons with limited
risk similar to limited partners, the enterprise will be treated as a
farming syndicate.

An exception to the definition of "farming syndicate" is made for
holdings attributable to active management. 2 

This exception provides
that, with respect to the rules that would make an enterprise a farming
syndicate because of a more than 50 percent loss allocation to limited
partners or other limited risk parties, loss allocations will not be treated
as made to such parties where the person to whom a loss alloca-
tion is made had previously participated actively in the management
of the enterprise's farming activity for a period of not less than five
years even though such loss allocation would otherwise be treated as
a loss allocation to a limited risk party. Also, a limited partnership
interest or similar limited risk interest held by a member of a family
of a person who has actively participated in the management of the
farming operations will not be treated as a limited risk interest which
would be taken into account in determining whether an enterprise is
a farming syndicate. For purpose of this provision, the family of an
individual includes not only his brothers and sisters (whether by whole
or half-blood), his spouse, ancestors, and lineal descendants but also
other lineal descendants of the individual's parents and grandparent&

This rule is designed to insure that the term "syndicate" does not
include an enterprise in which a limited risk interest is held by a per-
son who has actively participated in the management of the enterprise
for not less than five years merely by reason of his holding such a limit-
ed risk interest. Also, a member of the.family of such a person, such as
one of his heirs, would not be treated as a limited partner or other
limited risk party for purposes of making the farming enterprise a
farming syndicate. Thus, for example if A, an individual who has
owned and operated a farm for more than five years, wishes to retire
and forms the AB limited partnership with B, an unrelated individual,

-'he definition of a farming syndicate is intended to be broad enough to cover not only
limited partnership and other tax shelter offerings required to be regstered with the
Securties and Exchange Commission or with a State securities or realestate ofce, but
also offerings made through a dealer who is a member of the National Association of Secur-
ties Dealers, or sold through an intrastate broker-dealer or through a real estate company,
even if not required (under securities laws) to be registered with securities officials.

u Corporations other than subchapter 5 corporations are not treated as farming syndl-
rates since tax losses in such corporations con not be passed through to its shareholders.

'5The determination whether a person actively parocipates In the operation or man-
agement of a farm depends upon the facts and circumstances. Factor which lend to
indicate active participation include participation in the day-to-day decisions in the opera-
tion or management of the farm, actually working on the farm, living on the farm, and
engaging In the hiring and discharging of employees as compared to only th 7arm manager.
Factor. whIch tend to Indicate a passive person similar to a limited partner include lack of
control of the management and operations of the farm, having authority only to discharge
the farm manager, having a farm manager who is an independent contractor rather than
an employee, not owning the farm land In fee, and having lmIted liability for farm losses.



and more than 50 percent of the losses are allocated to A, the limited
partner, the AB partnership will not be treated as a farming syndi-
cate because A's interest is not treated as a limited partnership in-
terest for purposes of determining whether losses are allocated to
limited partners. Similarly, if A later dies and the partnership is
continued by B and C, A's son, the BC partnership will not be treated
as a farming syndicate.

The committee amendment is essentially the same as the approach
taken by the House bill with respect to the definition of farmin

syndicates, except that the House bill included as a third category
farming syndicates, enterprises (other than limited partnerships) in
which there is a 50 percent allocation of losses to passive persons. The
committee is concerned that the definition of the third category of
farming syndicates is too broad and will have an adverse impact on
many legitimate farmers and ranchers. Accordingly, the committee
amendment modifies the House bill to provide that, in defining this
third category of farming syndicate, the focus is to be on the fact
that a person or persons is involved whose liability is limited to his
investment in the farm enterprise rather than the degree of active
participation of the person (or persons) in the operation or manage-
ment of the enterprise.

Thus, the committee believes that this third category of farming
syndicates should be limited to those farm enterprises in which a
person (or persons) with limited risk is involved. If more than 50
percent of the losses during any year are allocable to such person or
persons, the enterprise will be treated as a farming syndicate, unless
excepted by the "active management" rules described above. Thus,
the fact that an investor delegates authority to an agent or hires an
independent contractor will not in itself render the investor subject
to the farming syndicate rules unless there is limited risk. Moreover,
except with respect to the specific exceptions for certain active manage-
ment situations discussed above, it is not intended that the determina-
tion of whether an enterprise is a farming syndicate under this third
category is to depend upon the degree of active participation in the
management of the enterprise by the investor or whether the investor
occupies a passive role in such enterprise.

In determining whether a person has "limited risk" all the facts
and circumstances are to be taken into account. Generally, for pur-
poses of this definition, a person will be considered to have limited risk
if he is protected against loss to any significant degree by nonrecourse
financing, stop-loss orders, guarantees, fixed price repurchase (or pur-
chaseY agreements, insurance, or other similar arrangements. A person
with limited risk might include, in appropriate circumstances, (1) a
general partner who has obtained a guaranty or other protection
against loss from another general partner or an agent, and (2) a prin-
cipal who has given authority, in fact, to another party to conduct his
operations (such as an investor who agrees to allow a feedlot to man-
age feeder cattle which he has purchased) and who utilizes nonrecourse
financing, stop-loss orders insurance, etc., to limit his risk.

Definition of farming.-For purposes of these farming syndicate
rules, the term "farming" is defined broadly to mean cultivation of
land or the raising or harvesting of any agricultural or horticultural
commodity, including the raising, shearing, feeding, caring for, train-



ing, and management of animals. Thus, for example, a syndicate en-
gaged in the raising of fish, poultry, bees, dogs, flowers, vegetables, etc.,
as well as livestock is engaged in farming and, thus, is a farming
syndicate."

Deduction of prepaid items.-The committee amendment adds a new
section (sec. 464(a)) to the code to provide, in general, that, in the
case of farming syndicates deductions for amounts paid for feed,
seed, fertilizer, or other similar farm supplies are allowed only in the
taxable year in which the feed, seed, fertilizer or other supplies are
used or consumed. This provision prevents a farm syndicate from ob-
taining current deductions for prepaid feed, seed, fertilizer, etc., ex-
cept in situations where the feed, seed, fertilizer, or other supplies are
on hand at the close of the taxable year solely because the consumption
of such items during the taxable year was prevented on account of
fire, storm, flood, or other casualty, or on account of disease or drought.

Costs of poultry.-Under present law taxpayers engaged in farm-
ing may not deduct the cost of purchased livestock; rather, they
must inventory the livestock held for sale and deduct the cost only
upon disposition, and they must capitalize the cost of purchase
livestock used in the trade or business (such as cattle held lor breed-
ing purposes) and depreciate them over their useful lives. However,
this is not the case with respect to poultry. A ruling by the Internal
Revenue Service (Rev. Rul. 60-191,1960-1 C. B. 78) allows cash basis
taxpayers to deduct when paid the costs of both poultry held for sale
and poultry used in the trade or business. These deductions are allow-
able, in general, because the poultry purchased for resale has a rela-
tively small cost, and the poultry purchased for use in the trade or
business, such as laying hens, has a useful life of less than one year.
Some syndicates, however, have taken advantage of these rules and,
coupled with the present rules relating to prepaid feed, have utilized
the deductions for poultry to create tax shelters.

A new provision in the committee amendment (sec. 464(b)) does
not allow a farming syndicate to deduct when paid costs of acquir-
ing poultry. Rather, it requires that the cost of poultry acquired for
resale not be deducted until the poultry is sold or otherwise disposed
of. Also, in the case of poultry acquired for use in the trade or business
(such as laying hens) or acquired both for use in the trade or business
and for later resale, the costs must be capitalized and (taking into
account salvage value) deducted ratably on a monthly basis over the
lesser of twelve months or their useful life in the trade or business. 4

Capitalization of development costs of groves, orchards, and vine-
yards. The committee amendment amends section 278 to provide that,
in the case of a farming syndicate, any amount otherwise allowable
as a deduction which is attributable to the planting, cultivation, main-
tenance, or development of a grove, orchard, or vineyard, and which

"This definition of farming is somewhat narrower than the definition of farming
found in the LAL provisions of the House bill which defined farming as including opera-
tions involving the growing of trees other than fruit and nut trees. In part this narrower
definition reflects the fact that the committee amendment imposes on a limited groop of
taxpayers those who are members of farming syndicates) specific rules which relate onty to
treatment of prepaid items, costs of poultry, and preproductive period expenses of orchards,
groves and vineyards.

"since the only basis for deducting the cost of the laying hens currently Is that they hove
an expected useful life of less than one year. the requirement that deductions be taken
over the lesser of 1 year or the useful life should not result in the acceleration of such
deducions.



is incurred prior to the taxable year in which the grove, orchard, or
vineyard begins to produce crops in commercial quantities is required
to be capitalized. Such expenditures can thereafter be recovered by
depreciation of the grove, orchard, or vineyard. A limited exception
to this capitalization rule is for amounts alloirable as deductions (with-
out regard to section 278) which are attributable to a grove, orchard,
or vineyard, which is replanted after having been lost or damaged
while in the hands of the taxpayer by reason'of freezing temperatures,
disease, drought, pests, or casualty.

Where these new rules apply to a situation in which section 278 (a)
(relating to capitalization of certain expenses of citrus and almond
groves) requires capitalization but for a different period (4 years
instead of the preproduction period), the rules of capitalization with
respect to a farming syndicate are to govern. Similarly, if an amount
is incurred as a cost of fertilizer, or other prepaid supplies, which is
governed by the rules of new section 464(a), such amount is nonethe-
less subject to the farming syndicate capitalization rules of section
278(b). Thus, in such a case, no deduction would be allowed upon con-
sumption of the fertilizer, but rather such amount would have to be
charged to capital account.

There are no comparable provisions in the House bill, except that
the House bill used the concept of farming syndicates in its LAL rules.

Effective dates
The new provisions relating to the timing of deductions for prepaid

feed, seed, etc. and costs of poultry are to be effective for taxable years
beginning after December 31, 1975. The rules requiring capitalization
of certain costs of groves, orchards, or vineyards, apply to groves,
orchards, or vineyards planted after December 31,1975.

Revenue effect
This provision will increase budget receipts by $74 million in fiscal

year 1977, $31 million in fiscal year 1978, and $34 million in fiscal
year 1981.

b. Limitation of Loss With Respect to Farms to the Amount for
Which the Taxpayer Is at Risk (sec. 202 of the bill and see.
465 of the Code)

Present law
Generally, the amount of depreciation or other deductions which a

taxpayer is permitted to take in connection with a property is limited
to the amount of his basis in the property. Likewise, in the case of a
partnership, the amount of loss a partner may deduct is limited to the
amount of his adjusted basis in his interest in the partnership. How-
ever, under present law, basis in a property may include nonrecourse
indebtedness (i.e. a loan on which there is no personal liability) attrib-
utable to that property. Where a partnership incurs a debt obligation,
and none of the partners has personal liability on the loan, all of the
partners are treated for tax purposes as though they shared the lia-
bility in proportion to their profits interest in the partnership (i.e.
each partner's share in the nonrecourse indebtedness is added to his
basis in the partnership) (See regulations , 1.752-1(e)').

Also, there is generally no limitaiton on the amount of deductions
that can be taken in situations where the taxpayer is protected against



ultimate loss by reason of a stop-loss order, guarantee, guaranteed re-
purchase agreement, insurance or otherwise.

Reasons for change
Taxpayers have combined the special farm tax rules (discussed

under the farm syndicate section above) with nonrecourse indebted-
ness, and stop-loss orders, etc., to deduct losses in a taxable year which
are substantially in excess of the maximum amount they could ulti-
mately lose with respect to their investment in farming. Although
some of these situations may be limited by the restrictions on deduc-
tions imposed on syndicates (as described above), some farming
shelters may not involve syndicates. Also, the limitations on syndi-
cates do not affect all types of farming operations. For instance,
winter vegetables, rose bushes and other nursery plants are not re-
stricted by the restrictions on farming syndicates, except to the extent
that such syndicates utilize prepaid seed, fertilizer, and other farm
supplies. (The utilization of such prepaid items is not necessary for
the creation of substantial tax shelter in these types of operations.)

Eaplanation of provisions
To prevent a situation where the taxpayer may deduct a loss in ex-

cess of his economic investment in farming operations, the committee
amendment provides that the amount of any loss (otherwise allow-
able for the year under present law) which may be deducted in con-
nection with a trade or business of farming, cannot exceed the aggre-
gate amount with respect to which the taxpayer is at risk in each such
activity at the close of the taxable year.

For more detail as to the application and scope of the at risk rule,
see section 1, above.

In the case of farming activities carried on by an individual, the
"at risk" proposal applies separately to each farming activity. Wheth-
er a taxpayer is engaged in one or more farming activities depends
on all the facts and circumstances of the case. Generally, some of the
significant facts and circumstances in making a determination are the
degree of organizational and economic interrelationship of various ac-
tivities in which the taxpayer is engaged, the business purpose which is
(or might be) served by carrying on the various activities separately
or together, and the similarity of the various activities. Thus, for in-
stance, if a rancher engaged in cattle raising on his own ranch also pur-
chases cattle which he has placed in a commercial feedlot, he will gen-
erally be treated as being in two separate farming activities. However,
if such a rancher were, as a consistent business practice, to take cattle
raised on his own ranch and place them in a commercial feedlot, he
might well be treated as .engaged in only one farming activity.

All farming activities engaged in by a partnership or subchapter S
corporation will be treated as one activity for purposes of applying
this provision.15

eHouse bill also had an at risk provision which applied to cer-
tain farm operations. The committee 'amendment is broader than the
House bill, however, because the former applies to all types of farm-
ing operations whereas the latter applies only to livestock operations

i ,This aggregation approach is adopted because of the difficulties of allocating apartner's at risk amount between different activities.



and certain crops. The applicability of this provision was broadened
in order that this provision (rather than LAL, as in the House bill)
serve as an overall limitation on the extent of tax benefits available to
taxpayers engaged in farming.16 Unlike the House bill, the committee
amendment does not apply to corporations (although it does apply to
shareholders of a subchapter IS corporation). The committee made this
change because corporations do not appear to utilize non-recourse
indetedness, stop-loss arrangements, etc. to obtain tax losses in excess
of investment.

Effective date
In the case of farm operations, the at risk limitation applies to losses

attributable to amounts paid or incurred in taxable years beginning
after December 31, 1975.

Revenue estimate
The revenue estimate for the "at risk" provision with respect to

farming is included in section 1 above.

c. Termination of Additions to Excess Deductions Accounts Un-
der sec. 1251 (sec. 203 of te bill and sec. 1251 of the Code)

Present law
Under present law (sec. 1251), individuals who report their farm

operations on the cash method of accounting, and who have more than
$50,000 of nonfarm adjusted gross income during a year, must main-
tain an "excess deductions account" (EDA) for a net farm loss sus-
tained in the same year to the extent the loss exceeds $25,000. (It is
immaterial what specific farm deductions produced the farm loss.)
The EDA account is a cumulative account adjusted from year to year
to take into account net farm income or loss. For the most part, when
the farm assets used in the taxpayer's business (except depreciable real
property) are sold or otherwise disposed of, the portion of the gain
on the sale or other disposition equal to the balance in the excess
deductions account must be reported as ordinary income, rather than
capital gain. Any gain recaptured in this manner is then subtracted
from the balance in the EDA account as of the end of the same tax-
able year.

17

In the case of dispositions of farm land, present law (see. 1252)
requires recapture of deductions allowed for soil and water conserva-
tion expenditures (sec. 175) and for land clearing expenditures (sec.
182) on a gradually reducing scale depending on how long the land
is held. However, if recapture is required as a result of an EDA ac-
count, this is to occur in the case of a gain or disposition even though
the property is subject to a lesser recapture as a result of prior soil
and water expenditures or prior land clearing expenditures.

1" The committee amendment broadens the House bill's concept of the extent to which
a toopycer is at risk by generally treating him an being at risk to the extent of the on-
realied appreciation In assets which are used by a taxpayer if the noreeourse indebted-
nes nsed to purchase or improve another property is seeured by the appreciated property.
17 Corporalons (other than sbehanter S corporations) and trusts must establish an

EDA account for the full amount of their farm losses regardless of size and regardless of
the amount of their nonfarm income. A Subehapter B corpseatio in governed by the same
dollar limitations that apply to individuals, except that the corporaton must Include in
Its nonfarm income the largest amount of nonfarm income of any of its shareholders.



Reasons for change
Present law continues to allow a farm investor who uses the cash

method of accounting to defer current taxes on his nonfarm income.
It merely places a potential limit on the amount of ordinary nonfarm
income which may be converted to capital gain in a future year. Thus,
even where an EbA account must be maintained, this provision re-
duces the conversion of ordinary income into capital gain but does not
affect the time value of deferring taxes on nonfarm income or on
annual farm crop income.

The experience with this provision since it was enacted in 1969 also
suggests that the dollar floors which must be reached before farn
losses are subject to recapture are quite high, and that the application
of the provision is very limited. Treasury statistics of income since
1969 show that the number of tax returns which show nonfarm in-
come of $50,000 and higher and a net farm loss of $25,000 or more has
generally been less than one percent of all returns which report both
nonfarm income and farm losses. Treasury statistics also show that the
provision affects no more than 8 percent of the dollar amount of all
farm losses reported on returns which show both nonfarm income
and farm losses. Furthermore, it appears that the provision is difficult
to apply and susceptible of varying interpretations.

The committee has concluded that an approach which focuses
solely on preventing conversion of ordinary nonfarm income to capital
gain, without limiting the initial deferral of current taxes on nonfarm
income, does not deal effectively with the use of farm tax rules by
high income taxpayers to "shelter" nonfarm income, particularly in
some of the more flagrant abuses of the farm tax rules in publicly
syndicated farm tax shelters which are carefully structured to avoid
or minimize the effects of section 1251.

Although the committee amendment differs from the House bill
in its approach to farm tax shelters, the committee believes that its
provisions limiting the deductions in the case of farm syndicates and

Providing at risk limitations to farm operations generally deals more
directly with farm shelter problems without the complexity of the

LAL provisions as provided in the House bill.
Since the new limitations will in many cases, prevent the deferral

of taxes on nonfarm income, it does not appear desirable to continue a
complex rule of limited applicability in the statute which recaptures
income previously offset by certain farm losses.

ExpZanation of pro ion
The committee amendment limits the future applicabily of the pres-

ent EDA provision (sec. 1251) by providing that no additions to an
excess deductions account'need be made for net farm losses sustained
in any taxable year beginning after December 31, 1975. Farm losses
incurred during any such taxable year or years will instead be governed
by other limitations underthe committee amendment.

If property which is "farm recapture property" (within the mean-
ing of section 1251(e) (1)) is disposed of during a taxable year be-
ginning after December 31, 1975, however, the recapture rules of
present law will continue to apply, but only with respect to EDA ac-
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counts required to be maintained for one or more years beginning be-
fore December 31,1975.

This provision is the same as that in the House bill.
Effective date

The amendment to this provision will not affect any recapture of
farm losses by reason of a disposition of farm recapture property dur-
ing a year beginning on or before December 31, 1975.

In the case of dispositions of farm land, the termination of the
provision described here for farm losses incurred in taxable years be-
ginning after December 31, 1975, will mean that deductions taken
under sections 175 and 182 in years beginning after December 31, 1975,
will continue to be subject to recapture, but only to the extent required
by section 1252. In such cases, section 1251 will cease to apply to any
deductions under sections 175 and 182.

Revenue estimate
It is estimated that this provision will result in a decrease in tax

liability of less than $5 million annually.

d. Scope of Waiver of Statute of Limitations in Case of Activi-
ties Not Engaged in for Profit (sec. 211 of the bill and sec.
183(e) of the Code)

Present law
Present law distinguishes between activities engaged in "for profit"

and activities which are not engaged in for profit (see. 183). In the
case of an activity engaged in for profit, a taxpayer may deduct all
expenses attributable to the activity even though they exceed the in-
come from the activity. In the case of an activity not engaged in for
profit, a taxpayer can deduct the allowable expenses attributable to
the activity only to the extent that income derived from the activity
exceeds amounts allowable for interest, taxes and casualty losses attrib-
utable to the activity. A taxpayer thus cannot utilize an operating
loss incurred in an activity of this kind to offset his other income.
Activities which raise issues of this kind include horse breeding, cattle
breeding, the racing or showing of horses, and vacation homes.

In determining whether an activity is engaged in for profit, the
facts and circumstances must be examined to determine whether the.
taxpayer entered the activity and continued it with the objective of
making a profit. However, present law contains a provision under
which an activity is presumed to be engaged in for profit if the activ-
ity shows a profit in at least 2 out of 5 consecutive taxable years ending
with the taxable year in question. (In the case of raising, breeding,
training or showing horses, the requirement is a profit in at least 2 of 7
consecutive years.)

If, at the end of a given year, the taxpayer has not conducted the
activity for 5 (or 7) years, -a special provision allows the taxpayer to
elect to postpone a determination as to whether he can benefit by this
presumption until he has conducted the activity for 5 (or 7) years
(see. 183(e)). This election was added to the Code in 1971. The com-
mittee reports at that time express an intent that a taxpayer who



makes the election should be required to waive the statute of limita-
tions for the 5 (or 7) year period and for a reasonable time thereafter.
The aim was to prevent the statute of limitations (3 years, in the usual
case) from running on any year in the period. The taxpayer, it was
believed, should have time to claim a refund of tax paid by him during
the period and the Internal Revenue Service should also have time to
assess any deficiency owed by the taxpayer for any year in the period.

In carrying out this legislative intent, the Service has issued tempo-
rary regulations which require that a taxpayer who makes an election
under section 183(e) must agree to extend the statute of limitations
for each taxable year in the 5 (or 7) year period to at least 18 months
after the due date of his return for the last year in the period. Such
an extension must apply to all potential income tax liabilities arising
during the period, including issues unrelated to deductions subject to
tion 183 issues.

The reason for requiring such a broad waiver stems from a pro-
vision under current law which, in certain circumstances, allows only
one notice of deficiency to be sent to a taxpayer with respect to a tax-
able year. If a taxpayer receives a notice of deficiency and then files a
petition with the Tax Court relating to that notice, the Service can-
not (as a general rule) determine an additional deficiency for the same
taxable year (sec. 6212(c)). Therefore, if, within the present limita-
tions period, the Service sends a deficiency notice to a taxpayer relat-
ing to an issue other than section 183 and the taxpayer petitions the
Tax Court as to one or more of those issues, the Service cannot later
assess a separate deficiency under section 183. In order to prevent such
a result, the temporary regulations require the waiver to cover all tax
issues during the presumption period and not just the potential sec-
tion 183 issues.

Reasons for change
The requirement that all items on a taxpayer's returns for the early

years of a 5 (or 7) year period be kept open creates several prdlema
The taxpayer must retain all records for those years for a substan-
tially longer period of time than otherwise would be the case. Leaving
the statute of limitations open for the entire return because of an item
which may well be relatively minor is also contrary to the policy ofprompt resolution of tax disputes. A taxpayer may also want a prompt
resolution of other items on his return in order to limit his potential
interest cost as to any deficiency arising from items not related to the
section 183 issues on his return.

In order to accomplish the purposes which Congress sought when it
enacted the look-forward presumption of section 183(e), it is not
necessary to keep the statute of limitations open for all issues on the
taxpayer's return during the 5 (or 7) year period. The only issues
on which the statute of limitations needs to remain open concern the
deductions which will be tested as to whether they are incurred in an
activity which the taxpayer engaged in for profit. The committee
believes that a taxpayer should be able to take full advantage of a
statutory presumption Which was intended for his benefit, without
unnecessarily extending the statute of limitations for items on his
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return which are unrelated to deductions which might be disallowed
under section 183.

Explanation of provision
The committee amendment revises present law (sec. 183(e) ) to pro-

vide that if a taxpayer elects to postpone the determination of his'
conduct of an activity under the presumption provisions, the statutory
period for the assessment of any deficiency specifically attributable
to that activity during any year in the 5 (or 7) year period shall not
expire until at least two years after the due date of the taxpayer's in-
come tax return for his last taxable year in the period. This provision
is the same as that in the House bill.

If a taxpayer makes an election under section 183(e) of present law
and postpones a determination whether he engaged in a particular
activity for profit, the making of this election automatically extends
the statute of limitations, but only with regard to deductions which
might be disallowed under section 183. The taxpayer would not have
to agree to extend the statute of limitations for any other item on his
return during the 5 (or 7) year period. On the other hand, even if the
taxpayer has petitioned the Tax Court with regard to an unrelated
issue on his return for any year in the same period, the Service will
be able to issue a second notice of deficiency relating to a section 183
issue as to any taxable year in the period.

In order to assure the Service adequate time to reexamine the section
183 issue after the suspension period has ended, this new provision al-
lows the Service two years after the end of the period in which to con-
test the taxpayer's deductions. The making of the election extends the
statute of limitations on any year in the suspension period to at least
two years after the due date of his return for the last year in the pe-
riod." (The due date is to be determined without regard to extensions
of time to file his return for the last year.)

The taxpayer's limited waiver of the statute of limitations would
include not only the section 183 issue itself but also related deduc-
tions, etc., which depend on adjusted gross income and which might
be affected if the deductions are disallowed in accord with section 183.

The provision for this limited waiver is not intended to affect the
scope or duration of any general waivers of the statute of limitations
which taxpayers have signed (or sign) before the date of enactment
of this bill. 0

Similarly, the bill does not affect general waivers of the statute of
limitations which may be signed after enactment, since in order to

inurhe bill does not shorten the usual a-year statute of limitations as to any taxable year

in the 5 (or 7) year period. Rather. it requires that the normal limitations period b ex-
tended no to anv year in the 5 (or 7) year period as to which the normal 6-year limitation
period would otherwise expire while the potential section 183 issues are held in suspense.

" The provision is not designed to affect existing general waivers of the statute of
limitations, because to do so would allow taxpayers who have previously signed such
waivers to escape an examination of issues not related to section 163 even though the
Internal Revenue service had attempted to make a timely audit of them. Thus. for example
if. before the date of enactment of this hill. in examining a taxpayer's income tax return for
1970. a revenue agent had Proposed adjustments to a taxpayers' allegedly unsubstantiated
charitable contributions and to his horse breeding activities, and if the taxpaver made an
election under section 183(e), and signed a general waiver of the statute of limitations
until October IS, 1978 (i.e.. until 18 months after the due date of his 1976 return), the
agent could issue the taxpayer a deficiency notice for both items at anv time prior to that
date. After that date. however, the statute of limitations would continue to be open for
issues relating to horse breeding activities conducted in 1970 until April i5. 1979. but
would be closed for issues relating to the proper substantiation of charitable contributions
after October 15, 1978.



avoid two controversies relating to overall income tax liability for the
same year, a taxpayer may wish to postpone a resolution of non-
section 183 issues until the information relating to the section 183
presumption is available.

Effective date
This provision generally applies to taxable years beginning after

December 31, 1969. However, it will not permit a reopening of the sta-
tute of limitations for any taxable year ending before the date of enact-
ment of the bill and as to which the statute of limitations has expired
before such date of enactment. Further, since this provision does not
limit general waivers of the statute of limitations, a taxpayer who has
previously signed a general waiver will not be able to take advan-
tage of this new provision (and to argue that the statute of limitations
has run on issues unrelated to section 183) until his general waiver
expires.

Revenue effect
This provision is not expected to have any revenue effect.

4. Oil and Gas

a. Limitation of Loss to Amount at Risk (see (sec. 202 of the bill
and see. 465 of the Code)

Present law
Under present law, an owner of an operating interest in an oil or gas

well is allowed the option (under sec. 263(c)) to deduct as a current
expense the intangible drilling and development costs connected with
that well. Intangible drilling costs include amounts paid for labor,
fuel, repairs, hauling and supplies which are used in drilling oil or
gas wells, clearing of ground in preparation for drilling, and the
intangible costs of constructing derricks, tanks, pipelines and other
structures and equipment necessary for the drilling of the wells and
the preparation of the wells for production. But for the statutory
election to deduct these costs currently, they would, in the case of a
successful well, be added to the taxpayer's basis and recovered through
depletion and depreciation; in the case of a dry hole, the intangible
costs would be deducted at the time the dry hole is completed.

In the case of an oil and gas drilling venture, which is most often a
limited partnership, the Service has ruled (in Rev. Rul. 68-139,1968-1
C.B. 311) that a limited partnership may earmark a limited partner's
contribution to expenditures for intangible drilling costs, thereby al-
lowing the allocation of the entire deduction to the limited partners
(if the principal purpose of such allocation is not the avoidance of
Federal taxes).

The Service has also ruled (Rev. Rul. 71-252, 1971-1 C.B. 146)
that a deduction may be claimed for intangible drilling costs in the
year paid, even though the drilling is performed during the following
year, so long as such payments are required to be made in the first year
under the drilling contract in question.

Generally, the amount of losses which a taxpayer is permitted to
take in connection with a business or investment in an oil or gas prop-
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erty is limited to the amount of his basis in the property. In the case
of a partnership investing in oil and gas properties, the amount of
losses a partner may deduct is limited to the amount of his adjusted
basis in his interest in the partnership. However, under present law,
basis in a property may include nonrecourse indebtedness (i.e., a loan
on which there is no personal liability) attributable to that property,
and where a partnership incurs a debt and none of the partners have
personal liability on the loan, then all of the partners are treated for
tax purposes as though they shared the liability in proportion to their
profits interest in the partnership (i.e., each partner's share in the
nonrecourse indebtedness is added to his basis in the partnership).

Reasons for change
The use of leverage through nonrecourse loans in an oil or gas drill-

ing fund expands the tax shelter potential of these investments to
the extent that the leveraged amounts are used for intangible drilling
and development costs. In these cases, investors can deduct amounts to
produce losses sufficiently in excess of their cash investment so that
the tax savings in the year of investment can exceed the amount in-
vested. For example, an investor contributing $100,000 to a partner-
ship for a 10 percent profits interest could have added to his basis
another $100,000 if the partnership obtained a nonrecourse loan for
$1,000,000. If all of the partnership's capital ($2,000,000) were spent
on drilling costs and the partnership had no income, the investor could
deduct all of his share of those costs, or $200,000. If the investor were in
the 70 percent tax bracket, that deduction would reduce his taxes in
that year by $140,000, or $40,000 more than his investment.

This leveraging of investments to produce tax savings in excess of
amounts invested substantially alters the economic substance of the
investment and distorts the working of the investment markets. Tax-
payers can be led into investments which are otherwise economically
unsound and which constitute an unproductive use of the taxpayer's
investment funds.

Explanation of provisions
To prevent a taxpayer from deducting a loss in excess of his economic

investment in an oil or gas property, the committee amendment pro-
vides that the amount of any loss incurred in connection with an oil
or gas property may not exceed the aggregate amount with respect to
which the taxpayer is at risk at the close of the taxable year. The de-
tailed revisions of the at risk rule have been discussed above.

For purposes of the 65 percent of net income limitation (under sec-
tion 613A(d)), and the 50 percent of income from the property limi-
tation (under section 613(a)), the deduction for intangible drilling
and development costs is to be taken into account without regard to the
at risk provision (i.e., on the assumption that the intangible drilling
and development costs are fully deductible).

For purposes of these rules, the at-risk provision is to be applied on
a property-by-property basis (as defined for purposes of computing
depletion under section 614). Where a partnership holds interests in
several mineral properties, a partner's equity investment in the part-
nership is to be allocated among the various properties in accordance
with regulations.



As discussed above, where the taxpayer has no personal liability
with respect to a loan, he is to be considered at risk with respect to any
indebtedness where the loan is secured by the taxpayer's personal or
partnership assets which have an established value, to the extent of the
value of the assets (net of any other nonrecourse indebtedness secured
by these same assets). In the case of oil and gas wells a property is not
considered to have an established value unless sufficient drilling has
taken place to establish proven reserves on the property.

Effective date
This amendment is to apply to losses attributable to amounts paid

or incurred with respect to oil and gas properties after December 31,
1975, in taxable years ending after that date.

Revenue effect
This provision will increase budget receipts by $45 million in fiscal

year 1977, $18 million in fiscal year 1978, and $6 million in fiscal year
1981.
b. Gain from Disposition of Oil and Gas Property

The House bill provided that gain from the sale of oil and gas wells
would be treated as ordinary income rather than capital gain to the
extent that accelerated intangible drilling deductions had been taken
with respect to those wells.

The committee deleted this provision because it felt that this recap-
ture provision would significantly reduce the incentive for oil and gas
drilling at a time when the nation desperately needs to increase produc-
tion of oil and gas.

5. Motion Picture Films

a. At Risk Rule and Capitalization of Production Costs (sees. 202
and 207 of the bill and secs. 465-470 of the Code)

Present law
Motion picture shelters generally have two basic forms. In one

format, a limited partnership is formed to purchase the rights to an
already completed film. The purchase price is heavily leveraged (and
often unrealistically inflated) and the partners claim substantial
depreciation deductions. The principal features of the shelter are
deferral and leverage. This format is sometimes referred to as a
',"negative pick-up" or "amortization purchase" transaction.

In the second type of format, the limited partnership is formed to
produce a film (rather than to buy a completed film). The partnership
enters into an agreement with a studio, with a distributor or with an
independent producer to produce a particular film. The partnership
uses the cash method of accounting and writes off the costs of pro-
duction as they are paid. Typically the partnership is heavily lever-
aged and significant costs are paid with borrowed funds. The prin-
cipal elements of this form of motion picture shelter are also deferral
and leverage. The partnership in this type of shelter is sometimes
referred to as a "service company" or productionn company."

Another variation of this shelter is i he film distribution partnership.
In this shelter, the partnership also does not own an interest in the



film, but obligates itself to distribute the film. By writing off the costs
of distribution, the deferral occurs for the partners because the part-
nership's income from its distribution services is not realized until
later-years.

The basic principles of partnership tax law which benefit the motion
picture tax shelter (and other shelters as well) include the use of the
partnership form to allow limited partners to take into income their
distributive share of the partnership's income or losses (which are
generally determined under the partnership agreement). Also, the
amount of partnership loss which the partner may deduct includes
not only his own equity contributions to the partnership, but also his
share of any nonrecourse debt which the partnership has incurred (see
regulations § 1.752-1(e)). There are several aspects of present law,
however, which relate particularly to motion picture shelters.
(1) Film purchase shelter

The income forecast method.-Motion pictures are usually depre-
ciated on the "income forecast" method. (Rev. Rul. 60-358, 1960-2

- C.B. 68; Rev. Rul. 64-273, 1964-2 C.B. 62.) This method is used be-
cause, unlike most other depreciable assets, the useful life of a motion
picture is difficult to ascertain. Under the income forecast method, the
taxpayer computes depreciation by using a fraction, the numerator of
which is the income received from the film during the year and the
denominator of which is the total estimated income which the film is
expected to generate over its remaining lifetime. This fraction is then
multiplied by the cost of the film. For example, if the taxpayer has
a basis of $500,000 in his interest in the film, the income from the film
through the end of the first year is $750,000, and the total estimated
income from the film over its lifetime is $1,000,000, the taxpayer would
be allowed to depreciate 75 percent of his basis, or $375,000. (If the
income forecast increases or decreases as a result of changed circum-
stances, this change is taken into account for later periods. Thus, in
the second year, depreciation under the income forecast method might
be based on an income forecast denominator which was more or les
than the amount used for the first year.)

The film purchase transaction works as a tax shelter only where
the purchase price of the film (including nonrecourse indebtedness)
exceeds its economic value.,

However, there is a substantial question under present law whether
taxpayers in a film-purchase shelter are legally entitled to claim depre-
ciation based on nonrecourse indebtedness where the "purchase pnce"
of the film is in excess of the income forecast on the film.

f Assume. for example, that a limited partnership pays $U000,000 for a film (consisting
of $200,000 in cash and a 1e-year nnrecourcse note for $800,000). After the film it
released, it becomes apparent that the film may not be successful and an income forecast of$200,000 is made for the film. Assuming $160,000 of this revenue (or 80 percent of the
predicted total) weeerealized in the first year. the partners would depreciate 80 percent
of their basis in the film, or $800,000 for a net tax loss (after taking account of the$160000 of income from the film) of $640,000.

On the other hand, where the ijicome stream Is equal to or greater than the purchaseprice there is so shelter. For example, if the film Is purchased for $2 million land has thisas its hasis), hut has an estimated income steam of $4 million, $8 minlion af which is
earned during the scat year. the result wosId he as follows. The partners would he allowed
to take 75 percent of their $2 million hasis as depreiatisn in the Srt year under theincome forecast method (or a $i.O500,000 deduction). However, the film would he alsogenerating $3 miion of income which the partners would have to fees sie. Thus, the net

tan effect would he .sitive taxahie income to the partners of $1,l0ee_00 where the ur
chase price of the film ad its estimated income exactly a t P I

d e t o s d t e a m e f o r " d e d u cthei m s e x a c tly eofe , t he ot ere i ze
cdeduton .nd Ithe amou nt of inoe _rm th e. fimhol exactly offset each other



While the authorities in this area have not been uniform, there are
several cases which have disallowed the depreciation deduction based
on nonrecourse liability where there was no substantial prospect that
this liability would be discharged. In Leonard Marou, 30 T.C.M. 1263
(1971), the court held that where the taxpayer purchased two bowling
alleys for a 5 percent down payment, with a 20-year nonrecourse note
for the balance, the taxpayer could depreciate only the basis repre-
sented by his down payment, and that the note could be taken into
account for purposes of increasing the taxpayer's basis only to the
extent that payments were actually made. The court held that the
liability represented by the note was too contingent to be included
in basis until payments were mad.

2

In Marvin M. May, 31 T.C.M. 279 (1972), the Tax Court held that
a transaction in which the taxpayer purchased 13 television episodes
for $35,000, and obligated himself to pay an additional $330,000 on a
nonresource basis was a sham, because this amount was far in excess
of the fair market value of the films and there was no realistic prospect
(or intention) that the debt would ever be paid. Therefore the court
disallowed the depreciation deduction claimed with respect to the film.
See also Rev. Rul. 69-77, 1969-1 C.B. 59.3

It would seem- that some of these same principles could often be
applied in the case of a film purchase shelter, where the purchase
pnce of the film consists largely of nonrecourse indebtedness and sub-
stantially exceeds the film's income forecast.

Depreciation recapture.-There is some question as to whether a
movie film in the hands of a limited partnership, such as those de-
scribed here, constitutes a capital asset (within the meaning of sec.
1221), or "property used in the trade or business" of the taxpayer
which is neither "inventory," nor "property held by the taxpayer
primarily for sale to customers in the ordinary course of his trade or
business" (within the meaning of sec. 1231).

If the film is not a capital asset (or section 1231 property), any
income received with respect to the film would be ordinary income.
Assuming that the film is found to be a capital asset, income realized
on the sale or exchange of the film would be subject to the depreciation
recapture rules of section 1245. Thus, the proceeds of the sale in excess
of the taxpayer's adjusted basis would constitute ordinary income to
the extent of any depreciation previously allowable with respect to the
film.'

Even if the fim is not sold, there should eventually be recapture of
the depreciation attributable to the unpaid balance of a nonrecourse
note which entered into the depreciable basis of the film. If the film is
successful and the loan is repaid out of the partnership income, each
partner must take into income his distributive share of the amounts

2 In Marcus, the 20-year term of the note was substantially in excess of the useful life
of the bowling alleys.

As indicated ab=ve, under the artnership provisions, the partner may add to his basis
I the partnersbis his share of the nonrecourse liabilities. However. section 752(c) pro-

vides that "a liability to which property is subject" shall be considered a a liability of the
owner of the property "to the extent of the fair market value of such property . S. since
the "fair market value" of a movie film ordinarily will not exceed of Its total projected
lifetime earnings, this suggests that a partner's basis cannot include his share of son-
recourse indebtedness to the extent that this Indebtedness (plus the partner's down
payment) exceeds the income forecast for the film.

'If the partner sold his interest in the partnership, the depreciation would be recap-
tured as an "unrealized receivable" under section 751.



used for repayment; the partner's basis would not be affected. (The
partner's basis would increase to the extent that his distributive share
of the partnership income was used for partnership purposes, such
as repayment of the loan, but his basis would decrease in an equal
amount because his share of the nonrecourse partnership liability was
being reduced by the repayment.) If the film is not successful and the
nonrecourse debt becomes worthless, a default, foreclosure or abandon-
ment of the debt generally constitutes income to the partnership be-
cause such events are treated as a "sale" of the movie film, which is
subject to the recapture rules of section 1245.5

(2) Production company shelter
Cash method of accounting.-Obtaining tax deferral through a

production company transaction depends on whether the partnership
can properly deduct its costs of producing the film as it pays them.
This in turn depends on whether proper tax accounting practices per-
mit the partnership to treat these costs as an item of expense or require
the partnership to capitalize these expenditures and amortize them
over the life of the asset. (In this case, the asset is the partnership's
rights under the contract with the distributor-owner of the film.)

Under present law, a taxpayer is generally permitted to select his
own method of accounting (sec. 446(a)) unless the method selected
"does not clearly reflect income" (sec. 446(b) ). If it does not, the law
permits the IRS to compute the taxpayer's income in a way that will
clearly reflect his income.

One problem with the motion picture service partnership's use of
the cash method is the possibility that a particular partnership is
really engaged in a joint venture with the distributor or with an
independent producer, i.e., the investors provide financing and the
studio/distributor or producer supplies personnel, production skills
and also loan guarantees. As part owners of the film, the partnership
would then have to capitalize its production costs.

6

In such circumstances the question is whether failure to capitalize the
expenses of producing the film (and thus, of the partnership's rights
under the contract) results in a material distortion of income. There is
a strong argument under present law that a material distortion of in-
come does occur under these circumstances. See Comimisoner v. Idaho
Power Co., 418 U.S. 1 (1974), holding that "accepted accounting prac-
tice" and "established tax principles" require the capitalization of the
cost of acquiring a capital asset, including costs, such as depreciation
on equipment, which would generally be deductible if they were not
allocable to the construction of the asset. (The production company's
contract rights are not a capital asset, but these rights are an asset

Likewise, if the partnership discontinues its operations, this should constitute a con-
structive distribution of the partnership assets (including, for this purpose, the unpaid
portion of the nonrecourse note) to the partners, which in turn triggers the recapture rules
of section 1245.

. In some cases, the personnel hired by the partnership to make the film are not in
reality the investors' own employees but are supplied by the studio/distributor. In other
cases, the investors' partnership subcontracts actual production work to the studio/
distributor (or to its agents). Factors such as these, along with the sharing of orofdts
and risks of loss, the distributor's day-to-day involvement in production and budget
chances, etc., may tend to sup ort treatment of the partnership as a joint venture.

Still another difficult question under present law for the motion picture "service com-
Pcny" is whether the partnership is conducting a trade or business if it makes only one
picture or does not operate with regularity.
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with a long useful life, so there is a strong argument that the capital-
ization principle should apply.)

On the other hand, there is one case relied on heavily, by the in-
vestors in movie production partnerships which held that a building
contractor's income was not distorted where the company constructed
apartments and shopping centers under long-term construction con-
tracts and deducted its costs on the cash method, while receiving pay-
ments over a five-year period after each project was completed. C. A.
Hunt Engineer'ng Co., 15 T.C.M. 1269 (1956). Production company
investors have argued that the same result should be allowed in their
situation.

A related question under present law is whether a limited partner-
ship producing a motion picture is engaged in selling or delivering a
product (the film) and is therefore required to maintain an inventory.
If this were the case, the labor costs paid in producing the inventory
could not be deducted until the inventory item was sold. The argu-
ment against that view is that the production company is selling serv-
ices (i.e. production services) rather than a product.

Another question under present law is whether the funds supplied
by the limited partners are merely part of a financing transaction in
which the investors are basically only loaning money to the distributor
or other party who will own the completed film. As creditors, the fi-
nancing parties would not 'be entitled to tax deductions for the amounts
which they are lending.
(3) IRS nuutngs position

The Service has issued several revenue rulings with respect to the
use of limited partnerships and nonrecourse loans.' Although these
rulings have applicability outside the area of movie shelters, they
also impose some limitations, at least in so far as the position of the
Service is concerned, which apply both to the film purchase type trans-
action, and the production company arrangement.

These rulings suggest that many forms of nonrecourse loans may, in
substance, be equity investments by the lender, which cannot be used by
the limited partners to increase their bases in the film or in a produc-
tion partnership. Purchase money loans by the seller of a film (in
a negative pickup transaction) might be included in this category.
The logic of these rulings might well apply also to the case where a
loan is made to the investors' partnership by a bank, but is guaran-
teed by the studio which is selling the film (or for whom the film is
being made, in the case of the production company shelter).

Reasons for change
The two formats commonly employed in connection with movie films,

the film purchase shelter and the production company shelter, have the
same basic elements, i.e., tax deferral and the use of leverage. In the
case of the film purchase shelter, deferral occurs because of the rapid
depreciation which is allowed in connection with movie films, and
which is passed through to the limited partners, particularly in cases
where the film is not economically successful. In the case of the pro-

7 Rev. Proc. 74-17. 1974-1 C.n. 438; Rev. Ru. 72-135, 172-1 C.B. 200; Rev. Ru.
72-350.1972-2 C.n. 394.



duction company, the mismatching of expenses and income occurs
because the partnership deducts the full cost of producing the film be-
fore the film is released and because the contract which the limited

partnership enters with the "owner". of the film (usually a studio-
istributof) often provides that payments to the production company

for its "services" will be spread over a relatively long time period.
Both types of investments involve the use of leverage (i.e., non-

recourse loans) which allow the limited partners to receive tax de-
ductions for amounts in excess of their economic investment. This
result distorts the economic substance of the transaction by permitting
the taxpayer to deduct money which he has neither lost nor placed at
risk. In the case of movie shelters, the use of very heavy leverage
factors is not uncommon.

As indicated above, questions exist under present law as to whether
investors in certain cases are entitled to the deductions they are claim-
ing in connection with movie shelters. Thus, many participants in these
shelters may be claiming deductions which will later be disallowed by
the Service. a

In addition, the committee has been informed that the production
company shelter may be expanding into other areas, such as the
publishing field.

For these reasons, under the committee amendment, the film pur-
chase shelter is to be subject to an at risk rule, to prevent taxpayers
from writing off more than their economic investment in this type of
transaction. In the case of the production company shelter, the com-
mittee amendment requires capitalization of the expenses of produc-
tion, not only for movies, but also for similar types of service com-
pany shelters, In addition, the production company movie shelter is
to be subject to a modified at risk rule.

The House bill applied the "at risk" rule in the case of the film
purchase shelter, the production company shelter and also applied the
limitation on artificial losses (LAL) provision to both the film pur-
chase shelter and the production company shelter in an attempt to
limit the deductions available to the amount of income earned in the
year. The committee believes that the treatment provided in its amend-
ment with respect to film purchase shelters and production service
company shelters (including the use of a service company to produce
books, recordings and similar property as well as films) deals directly
with the problems involved in these shelters and that it is not necessary
to apply LAL.

Explanation of provision
The "at risk" ride

Under the committee amendment, as indicated above, both the film
purchase shelter and the production company shelter are to be subject
to the risk limitation. The provisions of the at risk rule have already
been explained in detail in section 1 above.

In the case of the film purchase shelter, the principal issue in potential abuse situa-tions is whether the taxpayers have used a inflated basis for purposes of depreciation. Inthe cute of the production company, the issue is whether the partnership hb failed toreflect income properly by not capitalizing the production costs of the film. 1. both shelters,the user of leverage to increase the partners' asses might be subject to question, at least
under certain fatort and cirrumsotances.
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In the case of movie films, each film in which the taxpayer has an
ownership interest, and each film which the taxpayer produces, dis-
plays or distributes, is to be considered a separate activity for pur-
poses of the at risk rule.

In the case of a production company shelter, however (where there
is no ownership interest in the film and the losses result from expenses
of producing the film, rather than depreciation of a possibly inflated
purchase price), the committee amendment provides an exception to
the at risk limitation where three conditions are met. First of all, the
investor must make a direct equity investment equal to at least 25
percent of his share of the film's total production costs. Thus, not more
than 75 percent of the financing of the film may be on a nonrecourse
basis, and no investor's interest in the activity may be leveraged at
more than a three to one ratio.

Second, to come under this exception to the at risk limitation, the
taxpayer must make an irrevocable election (in a time and manner
to be prescribed in regulations, but not later then the due date for
filing the return for the year in which the investment in the produc-
tion company is made by the taxpayer) to treat his share of any non-
recourse indebtedness as having been discharged not more than five
years after the first showing of the film, regardless of whether the in-
debtedness is actually discharged at that time. The purpose of this rule
is to require the taxpayer to recognize income from* the discharge of
indebtedness at that time, and place a limitation on the period of tax
deferral. Of course, if the taxpayer's share of the nonrecourse in-
debtedness is discharged, in whole or in part, before the expiration of
the 5-year period, the taxpayer would recognize income at the time
the indebtedness is actually discharged. (Also, if the taxpayer should
fail to maintain his 25 percent equity interest in the film activity
throughout the 5 year period, the election is to be terminated as of the
date when the equity investment falls below 25 percent, resulting in
recognition of income with respect to any outstanding nonrecourse
indebtedness at that time.)

In addition, to assure that this exception is only available in cases
where the film is primarily produced in the United States, the com-
mittee amendment provides that at least 80 percent of the direct pro-
duction costs of the film must be paid or incurred in the United
States. For purposes of this rule, the same test is to apply as is used,
under the committee amendment, in determining whether a film is 80
percent U.S. produced for purposes of the investment credit for
movie films.
Amortization of production costs of motion pictures, books, records,

and other similar property
To prevent a situation where a taxpayer may attempt to accelerate

his deductions in connection with the production costs of a motion pic-
ture fim, thus producing a mis-matching of income and expenses at-
tributable to the income, the committee amendment provides that a
taxpayer is to be required to capitalize his share of the production costs
and deduct them over the life of the income stream generated from the
production activity. This rule is to apply to persons (other than non-
subehapter.S corporations) engaged in the service of producing, dis-



playing, or distributing a film, sound recording (including discs, rec-
ords, tapes, etc.) book, or similar property (such as a play, etc.).

Generally, it is anticipated that taxpayers who are subject to this
capitalization requirement will (in effect) depreciate their capitalized
expenses (in accordance with regulations to be prescribed by the
Secretary) under a method analogous to the income forecast method.
Thus, the production costs will be written off by the taxpayer over the
useful life of the asset which he has acquired as a result of his invest-
ment. In the case of a service company shelter, the asset will be the
taxpayer's contract rights under his contract with the motion picture
distributor, publisher, etc.

For purposes of these rules, the numerator of the income forecast
fraction will be the income which the tarpayer has received under the
contract. The denominator of the fraction is to be the total income
which the taxpayer may reasonably expect to receive under the con-
tract. Thus, in the case of a film service partnership, for example, the
denominator of the fraction is to include the partnership's share of
any anticipated income from the film (where the partnership is com-
pensated by a percentage of income from the film), as well as any
guaranteed payments which the partnership is to receive under the
contract, and any income from the discharge of indebtedness. Of course
each item of anticipated income is to be taken into account only once;
thus, where a partnership is entitled to 10 percent of gross income from
the film, with a guaranteed payment of $1 million, the denominator of
the income forecast fraction would be the greater of (1) 10 percent of
the anticipated gross revenues from the film, or (2) $1 million (so as
to avoid double counting).

In the case of a film production company which satisfies the require-
ments (described above) for noncoverage under the at risk limitation,
the taxpayer's basis for depreciation of 'his share of the production
costs of the film may include costs financed through nonrecourse loans
(subject to the limitations described above).

Effective dates
Under the committee amendment, the at risk rule is to apply to losses

attributable to amounts paid or incurred (or amounts allowable as de-
preciation or amortization) after December 31, 1975 (in taxable years
ending after that date). The capitalization requirement applies to'cods
of producing, displaying or distributing a film (i.e. a production
partnership) or other similar property, if such costs are paid or in-
curred after December 31, 1975, and the principal production of the
property began after that date. In the case of a film, principal pro-
duction means principal photography: in the case of a sound record-
ing, principal production is the date of the recording; in the case of a
book, principal production begins with the preparation of the material
for publication; in the case of other similar property, the commence-
ment of principal production is to be determined in accordance with
regulations.

As indicated above, in the case of both the film purchase shelter and
the "production company" shelter there are some substantial questions
under present law as to whether the deductions which are claimed in
connection with some of these shelters are allowable. (Such questions
include the amount of depreciation which may be claimed, whether the



deduction or capitalization is the appropriate treatment with respect
to costs of production, and whether nonrecourse loans should be
treated as debt or equity, etc.) In establishing transition rules with re-
spect to the new restrictions on the deductibility of these items as
added by the committee amendment, the committee intends to make
clear that these transition rules are not to be read as implying that
deductions not otherwise allowable under present law are to be al-
lowable until the capitalization requirement and at the risk rule take
effect. No inference is intended that such deductions are allowable
under present law and, quite to the contrary, it appears that, at least
under certain facts and circumstances, the questions as to the nonallow-
ability of certain of these deductions under present law are very sub-
stantial.

Reer effect
It is estimated that the provisions with respect to the capitalization

requirement will result in an increase in tax liability of $26 million for
calendar year 1976, $20 million for 1977, $10 million for 1978, and'
$4 million for 1981.
b. Clarification of Definiton of Produced Film Rents (sec. 208

of the bill and sec. 543 of the Code)
Present law

Under present law, a corporation which is a personal holding com-
pany is .taxed on its undistributed personal holding company income
at a rate of 70 percent (sec. 541). A corpration is a personal
holding company where five or fewer individuals own more than 50
percent in value of its outstanding stock and where at least 60 percent
of the corporation's adjusted ordinary gross income comes from
specified types of income.

One income category treated as personal holding company income is
"produced film rents." Generally, this category covers payments re-
ceived by the corporation from the distribution and exhibition of
motion picture films if these rents arise from an "interest" in the film
acquired before its production was substantially completed (sec. 543
(a) (5) (B)). Produced film rents are not treated as personal holding
company income, however, if such rents constitute 50 percent or more
of the corporation's ordinary gross income. The qualifying rental in-
terest under this category is one which arises from participation in the
production of the film. In such cases Congress has regarded production
activities as an active business enterprise.

Amounts received pursuant to a contract under which the corpora-
tion is to furnish personal services may be classified, under certain
conditions, as personal holding company income (sec. 543 (a) (7))..

These statutory rules affect, among others, independent motion pic-
ture and television producers, actors, directors, writers, etc. (or persons
possessing more than one of these skills), who form corporations
through which they participate in making motion picture or television
films.

Reasons for change
A question concerning the proper definition of produced film rents,

for purposes of the personal holding company rules, has resulted from



a recent decision by the Tax Court 1 which denied depreciation deduc-
tions to an independent production company which produced an
original motion picture with nonrecourse financing supplied by a
major studio-distributor under an agreement that, on completion, all
rights to the picture except a share in distribution profits vested in the
distributor. The court held that, in these circumstances, the produc-
tion company had no ownership interest in the film after it was com-
pleted and therefore could not depreciate the costs of producing film.

Although this case involved depreciation rather than personal hold-
ing company issues, it appears that the Internal Revenue Service has
interpreted the decision to require that an "interest" in a film, for
purposes of the definition of produced film rents in sec. 543 (a) (5),
must be a depreciable interest. If a production company has only a
profit participation after the picture is completed and released, but
legally does not have an ownership interest sufficient to claim deprecia-
tion, some revenue agents have treated all of the company's income as
personal service contract income (under sec. 543(a) (7) of present
law).

The committee decided that a production company does not have to
have a depreciable interest in a picture it makes in order for its profits
interest to qualify as produced film rents. The test under section 543
(a) (5) should be whether the company in fact produced the film.

Explanation of provision
In order to avoid ambiguities, the committee amends present

law (sec. 543(a)(5)(B)) to set forth more dearly the ature
of the qualifying "interest" in a film. In the case of a producer who
actively participates in producing a film, the term "produced films
rents" will include an interest in the proceeds or profits from the film,
but only to the extent that this interest is attributable to active par-
ticipation in production activities.i

Under this provision, a production company will be considend a"producer" if it engages in production activities and is involved in
principal photography or taping of the production. The term "pro-
ducer" also includes participation in qualifying production activities
as a co-producer.

Qualifying production activities cover preproduction activities,
principal photography or taping, and postproduction functions neces-
sary to produce a film or television tape. Preproduction activities in-
clude acquiring literary rights on which the film is to be based;
developing a shooting script, supervising writers, preparing budgets,
scouting locations and employing crews to be involved in the produc-
tion. Activities during principal photography (or taping) include
administration of budgeted items, contracting for production facil-
ities, actual filming or taping and reviewing rough cuts. Postproduc-
tion activities include film editing, dubbing, musical scoring, synchro-
nizing, showings to exhibitors or other previewers, re-editing and
delivering the completed film (or tape) for showing to the public.

1 Carnegie Productions. Inc., 59 T.C. 642 (1973).
'Other requirements In the existing definition of produced film rsnts must niso he sat-

isfied, namely, that the payments received by the prOdneer are for the use of r ri htt
use. the film and that the interest must be acquired before =nbstantle c eo o i to
ductlon of the film. d bpleton of Pea-



If the income of a corporation qualifies as produced film rents under
this pTrovision, as amended, the committee believes that such income
should not be subject to being treated as income from personal service
contracts (for purposes of section 543 (a) (7) ).

On the other hand, if all or part of the conduct c' production activi-
ties lacks substance or is otherwise not bona fide (such as a corporation
which primarily provides the services of an actor or actress who' is
nominally named "producer?'), the Service is not to be precluded
from attributing part of the company's income to personal service
contracts (if the requirements of sec. 543(a) (7) are otherwise pres-
ent).3

. The committee does not intend the amendment made by this provi-
sion to affect depreciation questions, e.g., whether a production com-
pany owns a depreciable interest in a film financed by nonrecourse
loans.

The committee amendment is essentially the same as the House bill
provision.

Effective date
This amendment applies to taxable years ending on or after Decem-

ber 31, 1975. The committee intends that no inference should be
drawn from this change as to whether, before the effective date of this
amendment, the definition of produced film rents required the corpo-
ration to have a depreciable interest in the film under production.

Revenue effect
It is estimated that this provision will result in a reduction in tax

liability of less than $5 million annually.

6. Equipment Leasing-Limitation of Loss to Amount At Risk
(sec. 202 of the bill and see. 465 of the Code)

Present law
Accelerated depreciation .Under present law, the owner of per-

sonal property used for the production of income may generally claim
annual deductions for depreciation to reflect the approximate decline
in the value of the property over the period of the owner's use of the
property. These depreciation deductions are also available where the
owner is not the actual user of the property, such as in a leasing trans-
action where the owner leases the depreciable property to another party
who uses the property for the production of income. In certain cases
where title to the depreciable property is held for the benefit of indi-
vidual investors by a legal entity, such as a partnership or grantor
trust, the depreciation deductions are, under present law, passed
through to the individual taxpayers who own the actual beneficial in-
terests in the property and are deducted on their income tax returns.

There are a number of depreciation methods available under pres-
ent law. One depreciation method for tangible personal property is the
straight-line method, under which an equal portion of the property's
depreciable basis is deducted each year of the property's useful life.

a A corporation which "loans out" the services of an actor writer, director, or individual
producer employed by it to another company which prodltCes the picture should also
not he considered to receive reduced film rents. In that type of case, the loaned-out em-
ployer does not assume the nosiness risks involved in producing the picture.
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Equipment leasing transactions are often characterized, however, by
use of one of the accelerated methods of tax depreciation which allow
large deductions initially, with gradually reduced deductions for each
successive year of the asset's useful life. The accelerated depreciation
methods allowed for productive equipment include the double-deilin-
ing balance method and the sum-of-the-years-digits method.

Additional first-year depreciation.-An owner of equipment is also
eligible to elect, for the first year the property is depreciated a deduc-
tion for additional first-year depreciation of 20 percent of tie cost of
the property (Sec. 179). The amount on which this "bonus" deprecia-
tion is calculated is limited to $10,000 ($20,000 for an individual who
files a joint return). Bonus depreciation is also available only for
property that has a useful life of six years or more. The maximum
bonus depreciation is then limited to $2,000 ($4,000 for an individual
filing a joint return).

Where the lessor is a partnership, the election for bonus deprecia-
tion is made by the partnership. However, the dollar limitationds-
scribed above is applied to the individual partners rather than the
partnership entity. For example, each one of 40 individual investors
who contn'buted $5,000 to an equipment leasing limited partnership,

.which purchased a $1 million executive aircraft on a leveraged basis,
would be entitled to $4,000 of -bonus depreciation if he filed a joint
return. In this case, additional first-year depreciation would provide
a total deduction to the partners of $160,000.

The additional first-year depreciation reduces the depreciable basis
of the equipment. However, the partnership is still entitled to claim,
and the partners to deduct, accelerated depreciation on the reduced
basis in the property both for the first year and for the later years of
the property's useful life.

Asset depreciation range (ADR).-The ADR system for deprecia-
tion was authorized by the Congress in the Revenue Act of 1971 in
order to bolster a lagging economy and to eliminate a number of diffi-
cult interpretative problems pertaining to depreciation which had
arisen under prior law. The ADR system operates under regulations
issued by the Treasury Department, and became effective in 1971.
(Reg. § 1.167(a)-11.)

One of the important features of ADR is that taxpayers are allowed
to depreciate tangible personal property, including leased property,
over useful lives which may vary up to 20 percent from t a guide-
line lives which are otherwise authorized for use under the ADR
system.

This means, for example, that an asset with a depreciable useful life
of 10 years under the ADR guidelines may instead be depreciated
over a period of 8 years, giving the taxpayer a type of "accelerated"
depreciation deduction even with straight-line depreciation.'

Rapid amortization.-Certain categories of assets which are subject
to equipment leasing transactions are eligible for rapid amortization.

. In computing depreciation under the ADR system, a taxpayer also is entitled to use

one of two first-year "conventions," or methods. on all assets first placed In service during
any on san year or period. Under the first of these conventions. the taxpayer may elect to
claim a halt-year's depreciation on all assets pot Into service at any time durig the year.
The other convention allows a full year's depreciation for. ait assets placed In selice during
the first half of the tax year and no depreciation (for the first year) on assets placed in
service during the last half of the tax year.



Under the rapid amortization provisions, the costs for qualifying cate-
gories of property may be amortized over a period of 60 months in lieu
of depreciation deductions otherwise allowable for these assets. Rapid
amortization is allowed for pollution control facilities ( sec. 169), rail-
road rolling stock (see. 184), and coal mine safety equipment (see.
187). These provisions expired at the end of 1975.2

Depreciation recapture.-The equipment leasing venture does not
give rise to the "conversion" characteristic common in many other
types of tax shelters because of the full recapture rules that apply to
dispositions of depreciated personal property. When personal prop-
erty is disposed of at a gain, the gain is "recaptured" as ordinary in-
come to the extent of all previous depreciation or amortization deduc-
tions claimed on the property (not just accelerated deductions). The
recapture treatment for depreciable personal property thus differs
from that accorded depreciable real property, which is generally
limited to a recapture of the amount by which accelerated depreciation
deductions claimed exceed those allowable on a straight-line basis.

In the case of a partnership, the individual partners are generally
allocated a share of the partnership's depreciation recapture in accord-
ance with the provisions of the partnership agreement concerning the
allocation of partnership gains. The recognition of depreciation re-
capture by a partner may be triggered directly by a sale of the de-
preciated partnership property or indirectly by a disposition of the
partner's interest in the partnership itself. Also, if a lender forecloses
on the debt used to finance the partnership's purchase of the equip-
ment, this is treated as a disposition which will. trigger recapture.
The amount "received" in a foreclosure will include the unpaid non-
recourse debt. If this amount exceeds the undepreciated basis in the
equipment, there will be so-called "phantom gain" which is taxed as
ordinary income to the partners.

Limitation on deduction of losses.-Generally, the amount of losses
which a taxpayer is permitted to claim in connection with a business
or investment property is limited to the amount of his basis in the
property. Likewise, in the case of a partnership, the amount of losses
a partner may deduct is limited to the amount of his adjusted basis
in his interest in the partnership. However, under present law, basis
in a property may include nonrecourse indebtedness (i.e., a loan on
which there is no personal liability) attributable to that property, and
where a partnership incurs a debt and none of the partners have per-
sonal liability on the loan, then all of the partners are treated for tax
purposes as though they shared the liability in proportion to their
profits interest in the partnership (i.e., each partner's share in the
nonrecourse indebtedness is added to this basis in the partnership>.
(See regulations § 1.752-1(e).)

Also, there is generally no limitation on the amount of deductions
that can be taken in situations where the taxpayer is protected against
ultimate loss by reason of a stop-loss order, guarantee, guaranteed re-
purchase agreement, insurance or otherwise.

2 However, amortization for pollution control facilities is revived under a committee
amendment in this bill.



Reason for change
A business may acquire productive equipment in a variety of ways,

including an outright purchase or a lease of the equipment. Although,
an outright purchase remains the most common form of acquiring t.s.
use of equipment, recent years have shown a substantial growth in
the leasing alternative. 'Some of the more common types of property
and equipment which are presently leased include computers, air-
craft, -railroad rolling stock, ships and vessels, and oil drilling rigs.
Also, utility compares have begun to lease the nuclear fuel assem-
blies used in their generating plant.

There are several reasons for the growth in equipment leasing.
From the standpoint of the business lessee who uses the equipment,
one factor, for example, is the opportunity to acquire use of the equip-
ment in a manner which, in comparison with the purchase alternative,
places less strain upon the available cash of the business. Another
important advantage for the lessee is that leasing provides greater tax
benefits through the ability to deduct its rental costs. There are also
significant tax benefits to the lessor in an equipment leasing, trans-
action (such as accelerated depreciation deductions, as discussed
above) which attract the participation of individual investors.

The equipment leasing tax shelter generally operates through the
limited partnership form of business organization, with the individ-
hal investors participating as limited partners. All, or virtually all, of
the equity capital of the venture is contributed by the limited partners
and non-recourse financing is obtained for 75-80 percent of the cost of
the equipment which is purchased by the partnership and leased to a
business user. The partnership generally leases the equipment to the
lessee at a rental rate which, over the initial term of the lease, will
enable the partnership to repay the loan, plus interest, fees and other
expenses, and generate a modest positive cach flow.

In most leasing shelters, the limited partnership elects the method
of depreciation or amortization which will generate the largest capital
recovery deductions allowable in the early years of the lease. The
partnership may, in addition, prepay some of its interest charges, and
often, during the first year of operation, pays the promoter for man-
agement and syndication fees. The large depreciation, fees, interest,
and other expenses generally exceed the partnership's receipts from
rental of the equipment during the first 3-7 years of the lease (depend-
ing upon the estimated useful life of the leased equipment), and this
generates sizable losses for the partnership.

Partnership losses are allocated to the investor-limited partners
under the partnership agreement and are used by the individual in-
vestors to offset income from other sources (and thus defer taxes on
this income for a number of years). The individual investor may also
obtain an apportioned share of the investment credit if the equipment
is eligible for the credit and the lease is of a type which enables an
individual investor to claim the credit.

Because of the present tax situation, when an investment is solicited
in an. equipment leasing venture, it has become common practice to
promise a prospective investor substantial tax losses which can be used
to decrease the tax on his income from other sources. The committee
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believes that it is not equitable to allow these individual investors to
defer tax on income from other sources through losses generated by
equipment leasing transactions, to the extent the losses exceed the
amount of actual investment the taxpayer has placed at risk in the
transaction. This arises principally through the use of nonrecourse
financig utilized by the leasing venture, and also through guarantees,
stop-loss agreements, insurance and other devices,

This leveraging of investments to produce tax savings in excess of
amounts invested substantially alters the economic substance of the
investment and distorts the workings of the investment markets. Tax-
payers, ignoring the possible tax consequences in later years, can be
led into investments which are otherwise economically unsound and
which constitute an unproductive use of the taxpayer's (and the fed-
eral government's) investment funds.

The House bill applied the limitation on artificial losses (LAL)
provision to equipment leasing shelters in an attempt to limit the
deductions available to the amount of income earned in the year. The
committee believes that the "at risk" rule provided in its amendment
with respect to equipment leasing shelters deals directly with the
problem involved in the shelter. As indicated in the minimum tax
section above, the committee amendment is the same as the House bill
with respect to continuing as a tax preference item subject to the
minimum tax accelerated depreciation in the case of leases and by
broadening it to cover all leases rather than just "net" leases, as
under present law.

Explat ion of provision
The committee amendment provides that where an individual tax-

payer may otherwise be entitled to deduct a loss in excess of his eco-
nomic investment in an equipment leasing activity, the amount of the
loss deduction is limited to the aggregate amount with respect to
which the taxpayer is at risk in this trade or business at the close of the
taxable year. This "at risk" limitation applies to all individual tax-
payers who invest in an equipment leasing activity, including both
individuals who invest for their own account and tlose who do so
through another entity such as a partnership or a subchapter S corpo-
ration. In addition, the limitation extends to trusts and estates, which
are taxed like individuals. The House bill did not apply the at risk
rule to equipment leasing.

For more detail as to the application and scope of the risk rule, see
section 1, above.

Under the at risk rule as it applies to equipment leasing, the tax-
payer is considered to be in a leasing activity if he has an ownership
interest, either direct or indirect, in section 1245 property (as defined
in sec. 1245(a) (3)) which is leased or held for leasing. In the case

'where equipment leasing activity is conducted by an individual, the
at risk limitation applies separately to each separate property leased
or held for leasing. (However, where several properties, such as parts
of a computer, comprise one unit under the sane lease agreement and
are neither separately financed nor are subject to different lease terms,
the properties are to be considered one property for purposes of the
at risk rule.)



All equipment leasing activities engaged in by a subchapter S
corporation or a partnership respectively will be treated as one ac-
tivity under this provision. However, if the-partnership or corpora-
tion engages in more than one type of activity covered by the at risk
rule, then each type of activity is treated as a separate activity. For
example, if a partnership has one farm and a number of equipment
leasing transactions, it will be considered to have two activities, farm-
ing and equipment leasing, and a separate application of the at risk
limitation must be made for each of the two activities.

Effective date
The at risk rule for equipment leasing will apply to losses attribut-

able to amounts paid or incurred after December 31,1975.
Revenue effect

This provision will increase budget receipts by $6 million in fiscal
year 1977, $14 million in fiscal year 1978, and $14 million in fiscal year
1981.

7. Sports Franchises and Player Contracts (sec. 209 of the bill and
see. 1245 and new sec. 1056 of the Code)

Present law
Under present law, the cost of tangible property used in a taxpayer's

trade or business may be depreciated and deducted over the useful
life of the property. In the case of a sports franchise, players' contracts
(contracts for the services of athletes) are intangible assets and usual-
ly represent one of the important costs incurred in connection with
the acquisition of the franchise. It is the position of the IRS (as de-
scribed below) that player contracts have a useful life of more than
one year and therefore the cost of acquiring a player's contract is to
be capitalized and depreciated over the life of the contract. While the
terms of players' contracts vary with the type of sport involved, the
typical contract will provide employment for one year and give the
employer (the team) a unilateral option to renew the contract for an
additional year at a specified percentage of the player's previous
salary.'

In 1967, the Commissioner of Internal Revenue ruled that the cost
of a Player's contract must be capitalized and depreciated over the use-
ful life of the contract. (Rev. Rul. 67-379,1967-2 C.B. 127.) In adopt-
ing this position, the IRS noted that by reason of the reserve clause,
a player contract has a useful life extending beyond the taxable year
in -which the contract was acquired. In Rev. Rul. 71-137, 1971-1 G.B.

'Baseball and hockey contracts contain a specific "reserve clause" in which the right
to renew the contract is itself renewed. Although the team obligates itself for only one
rear. the effect of this reserve clause in the contract, and certain league roles. is to
hind the player to play only for the team which owns the contract. Under leans coins, if
the player refuseo to sign a new contract or play for an additional year under the terms
contained in the original contract, the team can prevent, the player from playing for an-
other team. Basketball and football player contracts purport to. be less restrictive in that
Although they provide an option for an additional year's contract, they do not contain a
reserve clause per @e. Neither the contract nor the league rules prevent the niaver from
"slaying out his option" and becoming a "free agent." However. in the case of football, If a
player becoming a free agent signs a contract with a different team in the NFL. then unless
mutually satisfactory arrangements have keen reached between the two league teams, the
Commissioner of tb NFL can assert the right to award to the former team one or more
Players (including future draft choices) of the acquiring team. This right is currently being
litigated.
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104, the same result was reached with respect to football contracts by
virtue of the option clause under the contract. Although the useful life
varies from sport to sport, sports teams typically adopt a maximum
life ranging between three and six years. The cost to be capitalized in-
cludes amounts paid or incurred upon purchase of a player contract
and bonuses paidto players for signing contracts.

The depreciable basis of player contracts also affects the current
capitalization and depreciation of bonus payments to be made in the
future under the terms of the contract. Generally, an accrual basis
taxpayer is entitled to deduct an unpaid expense for the taxable year
in which all the events have occurred which determine the fact of
liability and the amount can be determined with reasonable accuracy
(Treas. Reg. § 1.461-1(a) (2)). Under this general, rule, accrued sal-
aries would ordinarily be deductible expenses for the taxable year in
which earned by the employees even if paid in the following taxable
year. However, any expenditure which results in the acquisition of an
asset having a useful life which extends substantially beyond the close
of the taxable year may not be deductible for the taxable year in which
the liability for the expenditure was incurred. This limitation would
generally apply to amounts required to be capitalized with respect to
a liability for future payments under a player contract.

In addition, another specific limitation would also apply in the case
of such a contract if it is treated as a nonqualified deferred compensa-
tion plan. An employer is not entitled to deduct contributions made to
or under a nonqualified deferred compensation plan, usually a trust,
until the taxable year in which an amount attributable to the con-
tribution is includible in the gross income of the employee. (sec. 404
(a) (5). The employee-beneficiary of such a nonexistent trust must
generally include amounts paid on his behalf in his taxable year in
which there is no substantial risk of forfeiture (secs. 83, 402(b), and
403(c)). In addition, the Internal Revenue Service has ruled that if
compensation is paid by an employer directly to a former employee,
under an unfunded plan, such amounts are deductible when actuaUy
paid in cash or other property (Rev. Rul. 60-31, 1960-1 C.B. 174).
Thus, the deferred compensation rules would preclude the allowance
of a deduction under an unfunded plan before the team makes the pay-
ment where the useful life of the player contract is shorter than the
actual payout period.

When there is a sale or exchange of a sports franchise, both the
buyer and the seller must generally make an allocation of the consid-
eration for the sale or exchange between the various assets acquired or
sold. Franchise rights are not usually depreciable because these rights
exist for an unlimited period of time. Therefore, a purchaser of a
sports team will benefit from larger depreciation deductions if he is
able to allocate more of the agg;erate purchase price to player con-
tracts and less to franchise rights. There is no specific rule under pres-
ent law relating to the allocation of a portion of the total considera-
tion paid to acquire a franchise, players' contracts and other assets
which might be acquired at the time of acquisition of a franchise.
Generally, this allocation is made on the basis of the fair market
values (or relative fair market values) of the 'various assets. The
allocation to players' contracts is also necessary when a new franchise



is acquired through the expansion of an existing league or the forma-
tion of a new league.

Under present law, depreciable property that is used in a trade
or business is not treated as a capital asset. However, (under section
1231), a taxpayer who sells property used in his trade or business
benefits from special tax treatment. All gains and loses from section
1231 property are aggregated for the taxable year and any gain is
treated as capital gain. If the losses exceed the gains, the loss is
treated as an ordinary loss. Thus, gains from the sale of player con-
tracts will be treated as capital gain and taxed at the more favorable
capital gain rates if the contracts were held for more than 6 months,
to the extent such gains are not "recaptured" as ordinary income under
section 1245.2

Reasong for change
In many cases, the tax benefits which can be derived from investing

in a sports franchise combine to transform an otherwise unprofitable
investment into a very profitable one. In addition, the tax benefits
to some extent may have increased the price of sports franchises.

One practice that increases the tax benefits resulting from the opera-
tion of a sports franchise is the allocation of a large part of the amount
paid for the acquisition of a sports team to player contracts. Typically,
a purchaser of a sports franchise attempts to allocate most of the ag-
gregate purchase price of the franchise to player contracts because
the cost of a player contract may be depreciated over the life of the
contract.8 

Amounts that are allocated to other assets such as the fran-"
chise rights or to goodwill cannot be depreciated because these assets,
have an indeterminate useful life.

On the other hand, the seller attempts to allocate most of the aggre-
gate sales price to franchise rights. In this way, a greater amount of'
any gain is treated as capital gain and a lesser amount is treated as
gain attributable to depreciable assets (e.g., players' contracts) sub-
ject to recapture as ordinary income.

The Internal Revenue Service has ruled that gains from the disposition of dereclahle
professional baseball and football player contracts which are owned by teams for more
than 6 months are subject to recapture as ordinary income. [Rev. Rul, 67-380, 1967-2 C.B.
291ge Rul. 71-137, 1971-1 C.B. 104.]. ti the total cash consideration paid for an expansion major league football team, the
Atlanta Falcons, the purchaser (a subchapter 5 corporation) treated $7,722,914 as the
cost of player contracts and options, $787,086 as deferred interest and the remainingsse,000 as the cost of the franchise. This resulted in tax losses to the corporation of
$506,329 in 1967 and $581,047 in 1968 which was passed through to the shareholders on
a proportionate basis. Upon audit, the IRS determined that only $1,050,000 should be
allocated to the player contracts and options, and $6,722,914 should be allocated to the
ondepreclable cost of the National Football League franchise. The taxpayer paid theadditional assessment, submitted a claim for refund, and after its disallowance, filed a
suit for refund. The court rejected both the taxpayer's initial allocation of S7,722,914 andthe Commissioner's allocation of $1,050,000 and cocluded that the amount that shouldhave been allocated to the players' contracts and options was $3,039,900. iLaird v. U.5S.,
391 F. Supp. 656, 75-1 U.S.T.C. Par. 9274 (N.D. Ga. 1975)). The court further concluded
that $4,277,043 represented the value of the television right granted to the AtlantaFalcons undec a 4-year contract between the NFL and the CR5 television network and thatthis aount was not amortisable because the useful life of the television rights was for an
indefinite period. The case.is presently on appeal in the Fifth Circuit.

Questions have been raised as to the method need by the District Court In allocating
the purchase price to the various assets acquired in the Lerd case. Although the court held
that the right to participate in receipts from television contracts could not be depreciatedsince It "had so definite limited useul lice the duration of which coulld be ascertained with
reasonable accuracy", the cort relied upon the existing 4-year contract in valuing this
riht for purposes of allocatng the purchase price, Concern has been expressed as to
w ether, if the television contract had only 1 year left at the time of a .uieltion, the court
would hove determined the contract's value to he present value of the right te receive
televsion receipts for only 1 year.



With respect to recapture upon sale or disposition of a player con-
tract, some argue that the recapture rules for depreciable personal
property do not apply in light of the past treatment of salary con-
tracts by the Interna Revenue Service. Prior -to its 1967 ruling, the
Service treated payments made under a salary contract as ordinary
and necessary business expenses when paid. Further, salary expenses
which are not capitalized would not be subject to recapture as ordi-
nary income under the judicial tax benefit rule.

Since under present law, depreciation with respect to player con-
tracts is recaptured on a contract by contract basis, a substantial
amount of depreciation allowed will normally not be recaptured since
many of the original players will have retired or will have been "cut"
and replaced by new p layers. In addition, an abandonment loss is al-
lowed for the adjusted basis of the player contract in the year a player
retired or was cut. To the extent that gain attributable to player con-
tracts is not recaptured, it can 'be argued that the taxpayer has con-
verted an ordinary deduction into capital gain. Since the amount
allocated to player contracts is usually a large portion of the acqui-
sition cost of a sports franchise and may be depreciated over a short
life, the amount allowed as a deduction in the early years in most cases
is in excess of the income generated by the sports franchise for that
year which produces a tax loss.

Tihe committee 'believed it was appropriate to deal directly with
the tax treatment of player contracts in these cases since the concern
has been with the allocation of basis to player contracts in the case of
a sale or exchange of a sports franchise and the conversion of ordinary
income into capital gain upon a subsequent sale. As a result, the com-
mittee amendment in general provides that the purchase price allocated
to player contracts by the purchaser cannot exceed the amount of the
sales price allocated to those contracts 'by the seller and 'also upon the
subsequent sale of the franchise by the purchaser, the committee
amendment generally provides for the recapture of the depreciation
taken (or any abandonment of losses) on the player contracts which
were initially acquired with the original acquisition of the franchise
by the seller.

The House bill applied similar rules as in the committee amendment
but also applied the limitation on artificial loss (LAL) provision to
the depreciation deduction on player contracts in an attempt to limit
the deductions available to the amount of income earned in the year.
It also presumed that no more than 50 percent of the purchase price
of a team should be allocated to player contracts unless it is proved
to the contrary. The House bill further provided that depreciation
attributable to player contracts which are acquired in connection with
a sale or exchange of sports franchises is to 'be treated as an item of tax
preference for purposes of the minimum tax to the extent not deferred

ecause of the application of LAL. The committee believes that the
treatment provided in its amendment with respect to player contracts
deals directly with these problems and that it is not necessary to apply
LAL to depreciation on player contracts, include this as an item of tax
preference or to require any presumption as to allocations to player
contracts.



Explanation of provision
The committee amendment provides that in the case of the sale or

exchange of a sports franchise (or the creation of a new franchise),
the amount of consideration allocated to a player contract by the
transferee shall not exceed the sum of the adjusted basis of the contract
in the hands of the transferor immediately before the transfer afd
the gain (if any) recognized by the transferor on the transfer of the
player contract. In this way, the committee believes that a more
appropriate allocation will be achieved since, to a substantial extent
the buyer and seller will be adverse parties with respect to the alloca-
tion (i.e., to the extent that the amount of gain attributable to player
contracts will be fully recaptured as ordinary income, the buyer and
seller will be operating at arms-length with respect to the allocation).
This limitation is not to apply to a like-kind exchange under section
1031 of the code. In addition, the provision is not to apply with respect
to the determination of basis of the player contract in the hands of a
person acquiring the contract from a decedent.

Under this provision, the transferor must provide both the Secre-
tary and transferee with information stating the amount which the
transferor believes to be the adjusted basis in the player contract, the
amount which the transferor believes to be the gain- (if any) recog
nized on the transfer of the player contract and any subsequent modi-
fication to either amount. The time and manner for furnishing this
information is to be provided by regulations prescribed by the Secre-
tary. Further, these amounts are to be binding on both the transferor
and the transferee to the extent provided in such regulations.

In addition, the committee amendment makes it clear that the ordi-
nary income treatment (under sec. 1245) applies to gain from the dis-
position of a player contract, or any other intangible asset, which is or
has been property of a character subject to the allowance for depreci-
ation. These provisions of the committee amendment are the same as
that contained in the House bill.

The committee amendment provides special rules for the recapture
of depreciation and deductions for losses taken with respect to player
contracts. The special recapture rules would apply only in the case of
the sale or exchange of the entire sports franchise and not in the case of
the sale or exchange of individual player contracts. ' For this purpose.
it is intended that the sale of a substantial portion of the assets will
be treated as the sale of the entire sports franchise. Under these special
rules, to the extent of any gain attributable to player contracts, the
amount recaptured as ordinary income would be the greater of (1)
the sum of the depreciation taken plus any deductions taken for losses
(i.e., abandonment losses) with respect to those player contracts which
are initially acquired as a part of the original acquisition of the
franchise or (2) the amount of depreciation taken with respect to
those player contracts which are owned by the seller at the time of
the sale of the sports franchise. To the extent that depreciation taken
on player contracts which were acquired as part of the original acqui-
sition of the franchise has previously been recaptured, the amount so
recaptured will reduce the aggregate amount of depreciation taken into

- The sale of an Individual player contract will continue to be governed by the general
recapture rules of sec. 1245.



account in (1) above. These new rules will apply only to the seller of
a sports franchise who acquired the franchise after December 31,1975.

Effective dates
The provision relating to the allocation of the consideration to player

contracts is to apply to sports franchises acquired after December 31,
1975. The provision relating to the recapture of depreciation and
losses is to apply to the seller of a sports franchise which was acquired
by him after December 31,1975.

Revenue effect
This provision will increase budget receipts by $5 million in fiscal

year 1977, $5 million in fiscal year 1978, and $6 million in fiscal year
1981.

8. Partnership Provisions

a. Partnership Additional First-Year Depreciation (sec. 210(a)
of the bill and sec. 179(d) of the Code)

Present law
An owner of tangible personal property is eligible to elect, for the

first year the property is depreciated, a deduction for additional first-
year depreciation of 20 percent of the cost of the property (see. 179).
The cost of the property on which this "bonus" depreciation is cal-

•culated is not to exceed $10,000 ($20,000 for an individual who files
a joint return). The maximum bonus depreciation deduction is thus
limited to $2,000 ($4,000 for an individual filing a joint return). Bonus
depreciation is available only for property that has a useful life of six
years or more.

Where the owner is a partnership, the election for bonus depreci-
ation is made by the partnership. However, the dollar limitation de-
scribed above is applied to the individual partners rather than to the
partnership entity. For example, each one of 40 individual investors
who contributes $5,000 to an equipment leasing limited partnership,
which purchases a $1 million executive aircraft, would be entitled to
$4,000 of bonus depreciation if he filed a joint return. In this case,
additional first-year depreciation would provide total deductions to
the partners of $160,000.

A corporation, however, is allowed to deduct only $2,000 of addi-
tional first-year depreciation. Thus, in the case of the purchase of an
aircraft, as described above, a corporation would be limited to $2,000
of additional first-year depreciation, whereas the partnership would
pass through to the partners total first-year additional depreciation
of $160,000.

The additional first-year depreciation reduces the depreciable basis
of the equipment. However, the partnership is still entitled to claim
(and the partners to deduct) accelerated depreciation on the reduced
basis in the property both for the first year and for the later years of
the property's useful life.

Rea8on8 for change
The committee believes that allowing each individual partner in a

partnership to have the full $2,000 first-year depreciation deduction



(or $4,000, in the case of a married partner filing a joint return) in-
flates the amount of "bonus depreciation" which should be allowable
in the year the property is placed in service.

The present allowance (sec. 179) was enacted to provide a special
incentive for small businesses to make investments in depreciable
property. The limitations on the dollar amount of property with re-
spect to which a taxpayer can take additional first-year depreciation
were intended to insure that this provision allow only a very limited
dollar benefit to any enterprise, regardless of size. The dollar limita-
tion was thus intended to insure that the allowance for additional
first-year depreciation would be of significance primarily for small
businesses. In practice, however, the lack of a dollar limitation on
the amount of depreciable basis that a partnership could pass through
to its partners-even though there is a dollar limitation which applies
to each partner-has enabled partnerships with many partners, es-
pecially tax-shelter partnerships, to pass through amounts of bonus
depreciation very substantially in excess of what was intended to be
allowed.

Explanation of provision
The committee amendment provides that, with respect to a partner-

ship, the cost of the property on which additional first-year deprecia-
tion is calculated for the partnership as a whole is not to exceed $10,000.
This provision does not affect the dollar limitation which is applicable
to the individual partners.' Thus, for example, if a single individual
is a member of a partnership and also owns a sole proprietorship the
total amount of the cost basis of property on which he can take addi-
tional first-year depreciation is $10,000.

Effective date
This provision is effective for partnership taxable years beginning

after December 31,1975.

Revenue effect
It is estimated that this provision and the three following partner-

ship provisions will result in an increase in budget receipts of $10 mil-
lion annually.

b. Partnership Syndication and Organization Fees (sec. 210(b)
of the bill and sees. 707(c) and 709 of the Code)

Present law
Present law provides for the deduction by a partnership of so-

called "guaranteed payments" made to a partner for services or for
the use of capital to the extent the payments are determined without
regard to the income of a partnership (sec. 707(c).

2 
However, the

code generally provides that no current deduction shall be allowed
for capital expenditures (sec. 263). Nonetheless, it is contended
that, under present law, these payments under section 707(c) are

' A situation in which dollar limitations are Imposed both at the partner level and at the
rartnership level involves the dollar limitation on used property which qualifies for the
investment credit (see. 48(c) (2) (n).

This section provides as follows: "To the extent determined without regard to the
income of the partnership, payments to a partner for services or the use of'canital shall
be considered as made to nne who is not a member of the artnership, but only for the
purposes of section 61(a) (relating to gross Income) and son 162(a) relating to trade
or business expenses)."



automatically deductible by the partnership without regard to the
" in ary and necessary" requirements of section 162(a) or sec-
tion 263.

In support of this contention, portions of the legislative history
and the regulations' are pointed to as indicating that a partnership's
payments of a salary to a partner are deductible without regard to
whether the services for which such salary is rendered are capital in
nature.

Thus, until recently, it has been the common practice for limited
partnerships to deduct the payments made to the general partner for
the services he rendered in connection with the syndication and orga-
nization of the limited partnership. However, in recently issued Rev.
Rul. 75-214 (1975-1 C.B. 185), the Internal Revenue Service ruled
that payments made by a partnership to a general partner to reimburse
him for costs of organizing the partnership and for selling the limited
partnership interests were not automatically deductible by virtue of
section 707(c), but rather were capital expenditures under section
263.5 The ruling stated that: "For purposes of either section 707(a)
or section 707(c) of the code, payments to partners for services on
behalf of the partnership may be deducted by the partnership only
if such payments would otherwise be deductible (under section 162) if
they had been made to persons who are not members of the partner-

o "'larly, the Tax Court, in Jackson E. Cagle, Jr., 63 T.C. 86 (1974)
(on appeal to C.A. 5), disallowed deductions for partners' shares of
payments made by a partnership to another partner for services ren-
dered in conducting a feasibility study of a proposed office-showroom
facility, obtaining financing, and developing a building for the part-
nership. In this decision, the Tax Court expressly rejected the conten-
tion that Congress, in enacting section 707 (c), had intended to make
guaranteed payments to partners automatically deductible to the
partnership without regard to sections 162 (a) and 263.

Reasons for change
The committee believes that the correct interpretation of section

707(c) is the interpretation given that subsection by the Internal
Revenue Service and the Tax Court, as discussed above. However,

-With respect to section 707 (c). S. Rept No. 1622, to accompany H.R. 8300 (Pub. L. No.se L. 3d Cong.. 2d Ses.. p. 387 (1954) provided:
"Subsection (el provides a rule with reopet to guaranteed payments to members of apartnership. A partner who renders servlres to the partnership for a fixed salary, payablewithout regard to partnershtP income, shall be treated, to the extent of such amount, asone who In not a partner, snd the partnership shall be allowed a deduction for a businessepu"e. The amount of such payment shall be included in the partner's cross income, andshall not be considered a distributive share of partnership income or gain. A partner whois guaranteed a minimum annual amount for his services shall be treated as receiving afiled payment in that amount. (Emphasis sunplieL)" To the same effect. H. Rept. No. 1337.

to accompany H.R. 8300 (Pub. L. No. 591). 83d Cong.. 3d Sess.. pp. 68. A226-227.
'Ser. 1.707-1(el. Income Tax Rego., provides, in pertinent part. as follows:"C) Guaranteed payments. Payments made by a partnership to a partner for services orfor the use of capital are considerd as made to a person who is not a partner, to theextent such payments are determined without regard to the income of the sartoerhip.

However, a partner must include such payments Os ordinary income for his taxable year
within or with which ends the partnership taxahle year In which the partnership deductedsuch payments as paid or scrned under its method of accounting. See section 706(a) and
paragraph (a) of I 1.70-I. Guaranteed payments are considered as made to one who isnot a member of the partnership, only for the purposes of section 61(a) (relating to grossincome) and section 162(aI (relating to trade or business expenses) * * *"

v In a case under the 1939 Code, the Tax Court held that expendituros for the creation
of a partnership were not currently deductible. Abe Wolkoset, 8 CCH T.C.M. 754, 772
(1954).



despite this Tax Court decision and this Revenue Ruling, the law is
not entirely clear that, to be deductible, guaranteed payments must
meet the same tests under section 162 (a) as if the payments had been
made to a person who is not a member of the partnership. A contrary
conclusion would allow partnerships to treat capital expenditures as
current deductions, while a corporation incurring these expenditures
would not be entitled to similar treatment.

While section 263 requires these expenditures of a corporation to
be capitalized, section 248 allows the corporation to elect to amortize
the organizational expenditures (as opposed to syndication-type ex-
penditures) over a period of not less than 60 months. Under the regula-
tions, the costs incurred by a corporation in marketing and issuing its
stock are capital expenditures under section 263, but are not subject
to the 60-month amortization provisions of section 248. (Regs. §1.248-1
(b) (3) (i)) 6

Erplnation of provision
The committee amendment adds a new provision (see. 709) which

provides that, subject to the special amortization provision described
below, no deduction shall be allowed to a partnership or to any part-
ner under the partnership tax provisions subchapterr K of the code)
for any amounts paid or incurred to organize a partnership or to
promote the sale (or to sell) an interest in the partnership. The com-
mittee amendment also amends section 707(c) to make it clear that, in
determining whether a guaranteed payment is deductible by the part-
nership, it must meet the same tests under section 162 (a), as if the pay-
ment had been made to a person who is not a member of the partner-
ship, and the normal rules of section 263 (relating to capital expendi-
tures) must be taken into account.7

The committee amendment provides that a partnership could elect
to deduct ratably over a period of not less than 60 months the amounts
paid or incurred in organizing the partnerships The organizational
expenses subject to the 60-month amortization provision are defined
as those expenditures which are incident to the creation of the partner-
ship, chargeable to the capital account, and of a character which, if
expended m connection with the creation of a partnership having an
ascertainable life, would be amortized over that period of time.

The capitalized syndication fees, i.e., the expenditures connected
with the issuing and marketing of interests in the partnership, such as
commissions, professional fees, and printing costs, are not to be sub-
ject to the special 60-month amortization provision.

The House bill is substantially the same as the committee amend-
ment except that the House bill did not allow the 60-month amortiza-
tion for organizational expenses.

Ef ective date
The provision relating to partnership syndication fees applies to

taxable years beginning after December 31, 1975. The provision with

• For coses supporting this position, see Dne V. Ooss ateotn~1 P. 2d 441 (8th Cir.
i451. cert. den., ii7 US.. 73i: United Carbon tloinps 32 BTA. 1000 (193S).

7The committee amendment is not intended to adversely affect the deductibility to thepartnership of a payment described in section T3(a)(2) to a retiring partner or to a
deceased partoeraB successor in interest.

SIf the partnership were liquidated before the end of the 0-month period, the remaining
organizationl expenses would be deductible to the extent provided under the provision
relating to losses (sec. 165).



respect to organization fees applies to partnership taxable years begin-
ning after December 31, 1976.

Revenue effect
The revenue impact of these provisions is included in the estimate

under (a) above.

c. Retroactive Allocations of Partnership Income or Loss (see.
210(c) of the bill and sees. 704(a) and 706(c) of the Code)

Present law
Investments in tax shelter limited partnerships are commonly made

toward the end of the taxable year. It is also common for the limited
partnership to have been formed earlier in the year on a skeletal basis
with one general partner and a so-called "dummy" limited partner. In
many cases, the limited partnership incurs substantial deductible ex-
penses prior to the year-end entry of the limited partner-investors.

In these tax shelter limited partnerships, the limited partnership
usually allocates a full share of the partnership losses for the entire
year to those limited partners Joining at the close of the year. These
are referred to as "retroactive allocations." For example, in the case of
a limited partnership owning an apartment house which has 'been
under construction for a substantial part of the year, where construc-
tion interest and certain deductible taxes have been paid during that
time, such deductions might be retroactively allocated to investors
entering the partnership on, say, December 28th of that year.

Present law is not clear whether retroactive allocations are permis-
sible under the Internal Revenue Code. Essentially, there are four
partnership Code provisions which have a direct or indirect bearing
on this issue--sections 704(a), 761(c), 704(b) (2), and 706(c) (2) (B).

Section 704(a) provides, in effect, that except as otherwise provided
in section 704, the partnership agreement will govern the manner of
allocation of "income, gain, loss, deduction, or credit." With respect
to a particular taxable year, section 761(c) treats a partnership agree-
ment as consisting of any amendment made up to and including the
time -for which the partnership's tax return must be filed for such
year. It has 'been argued that sections 704 (a) and 761(c), particularly
when read together, allow retroactive allocations. On the other hand,
it has been argued that sections 704(b) (2) and/or 706(c) (2) (B),
discussed below, would prohibit some or all retroactive allocations.

Section 704(b) (2) prohibits the allocation of items of income, de-
duction, loss or credit (such as capital gains and depreciation) where
the principal purpose of the allocation is the avoidance or evasion of
tax. This provision, it has been argued, would prohibit any retroactive
allocation having tax avoidance as its principal purpose. The counter-
argument to this claim has been that section 704(b) (2) is inapplicable
to retroactive allocations of taxable income and loss, since, by its own
terms, it only pertains to allocations of particular items of income,
deduction, loss, or credit.

The main case dealing with the interpretation of section 704 (b) (2)
with respect to this issue is Jean V. Kresser, 54 T.C. 1621 (1970).9 In

Two other cases arguably providing some support for retroactive allocations are Smith

V. Commissioner, 331 F.- 2d 298 (CA. 7. 1964), and Norman A. Rodman, 32 T.C.M. 1307
(1978).



Kresser, the retroactive allocation involved was disallowed upon the
court's findings that the partnership 'agreement was not amended 'to
provide for the allocation and the allocation of income was, in fact,
nothing more than a paper transaction lacking in economic substance.
One of the arguments of the Government was that section 704(b) (2)
precluded the retroactive allocation. The court dealt with this con-
tention in a footnote (supra, at p. 1631), which indicated support for
the interpretation of section 704(b) (2) as applying only to allocations
of particular items of income, deduction, or credit, and not to alloca-
tions of the composite of the partnership's income or loss. However,
because of the court's initial findings (i.e., the absence of both an
amendment to the partnership agreement and a bona fide reallocation
of income) ; it did not resolve this issue.

Section 706 (c) (2) (B) provides that where a partner disposes of less
than his entire interest in a partnership, or his interest is reduced, the
partnership taxable year does not close as to such partner, but that his
distributive share of partnership income and loss is determined "by
taking into account his varying interests in the partnership during the
taxable year." While not specifically stated in this provision or the
relevant regulations (Regs. § 1.706-1(c) (4) ), it is implicit that the
transferee of less than the entire interest of the transferor-partner
would necessarily be subject to the same rule, i.e., his distributive share
of partnership income and loss would be determined by taking into
account his varying interests in the partnership during the taxable
year. For example, if, on July 1, a person, who was not previously a
partner, were to acquire from an existing partner a 25 percent in-
terest in a calendar year reporting partnership, which had a loss for the
year of $1,000, then, by taking into account his varying interests of
zero during the first half of the year and 25 percent during the second
half, $125 of the loss would be allocable to the transferee-partner.o

As previously stated, section 706(c) (2) (B) also applies where the
interest of a partner is reduced. It is unclear whether this provision
pertains to the situation where u partner's proportionate interest in
the partnership is reduced as the result of the purchase of an interest
directly from the partnership. Consequently, it is unclear whether an
incoming partner, who purchased his interest directly from the part-
nership, would be subject to the rule of including partnership income
and loss according to his varying innterests during the year. Some
argue that the varying interests rule of section 706(c) (2) (B) is
inapplicable to this situation.

It is further argued that, even if section 706(c) (2) (B) imposed the
varying interests rule in the above situation, a timely amendment
to the partnership agreement providing for a retroactive allocation of
the entire year's losses would, pursuant to sections 704(a) and 761(c),
override this provision.

Section 706(c) (2) (A) provides that where a partner retires or
sells his entire interest in a partnership, the taxable year of the part-
nership will close and the partner's distributive share of various in-
come and deduction items will be determined under the income tax

.. This examole assumes that no retroactive allocation Is provided in the artnerhitp
urement. which some would are should prevail, pursuant to sections 704(a) and
761(c), over any allocation provided under section 706(c) (2) (B).



regulations. Essentially, the regulations (Regs. § 1.706-1 (c) (2) (ii))
,provide the alternatives of either an interim closing of the partnership
books or the estimation of a partner's distributive share of income and
deductions by a proration of such items for the taxable year, based
upon the portion of the taxable year that had elapsed prior to the sale
or retirement. These alternative methods of computation are not spe-
cifically provided, however with respect to the sa Ie or exchange of, or
a reduction in, a partnership interest under section 706(c) (2) (B). In
cases to which section 706(c) (2) (B) applies, the only guidance pro-
vided is that income and loss allocations should take into account a
partner's "varying interests in the partnership during the taxable
year."

Reason for change
Under present law, it is unclear whether section 706(c) (2) (B) re-

quires the inclusion of income and loss according to a partner's varying
interests during the year where the partner's interest is acquired di-
rectly from the partnership. Even if section 706(c) (2) (B) did im-
pose the varying interests rule in this situation, there is the further am-
biguity whether a retroactive allocation provided in a partnership
agreement would, under the authority of sections 704 (a) and 761(c),
override any allocation provided under section 706(c) (2) (B). More-
over, even if it were established that section 706(c) (2) (B) was not
overriden by a retroactive allocation pursuant to sections 704(a) and
761(c), no clear method is provided in the code or regulations for tak-
ing into account the varying interests of the partners during the part-
nership year.

In essence, the consequence of allowing retroactive allocations is
that new partners investing in the partnership towards the close of
the taxable year are allowed to deduct expenses which were incurred
prior to their entry into the partnership. Some argue that these retro-
active allocations are proper because the funds invested by the new
partners serve to reimburse the original partners for their expendi-
tures and that, as an economic matter, the new partners have incurred
the costs for which they are claiming deductions. However, this argu-
ment loses its persuasiveness when the new partner in a partner-
ship situation is compared to that of an investor who directly pur-
chases property which had previously generated tax losses during the
taxable year. It is clear that in the latter case the investor would not
be entitled to deduct the losses incurred prior to his ownership of the
property, notwithstanding the fact that he may, in effect, be reim-
bursing the seller of the property for losses already incurred.

In order to deal with the problem of retroactive allocations and
clarify the treatment of a partner's interest where the partner ac-
quired the interest directly from the partnership, the committee amend-
ment specifically denies retroactive allocations and provides that the
present varying interests rule is to apply to a partner's interest ac-
quired directly from the partnership.

Explanation of rovoon
The committee amendment amends present law (sec. 706 (c) (2) (B))

to make it clear that the varying interests rule of this provision is to
apvly to any partner whose interest in a partnership is reduced, wheth-
er by entry of a new partner who purchased his interest directly from



the partnership, partial liquidation of a partner's interest, gift, or
otherwise. Correspondingly, the provision is to apply to the incoming
partner so as to take into account his varying interests during the year.
In addition, regulations are to apply the same alternative methods of
computing allocations of income and loss to situations falling under
section 706 (c) (2) (B) as those now applicable to section 706 (c) (2) (A)
situations (sale or liquidation of an entire interest). These rules will
permit a partnership to choose the easier method of prorating items
according to the portion of the year for which a partner was a partner
or the more precise method of an interim closing of books (as if the
year had closed) which, in some instances, will be more advantageous
where most of the deductible expenses were paid or incurred upon or
subsequent to the entry of the new partners to the partnership.

In addition, the present law provision relating to the effect of a
partnership agreement (sec. 704(a)) is amended to provide that it is
overridden by any contrary provisions of the partnership provisions
(under subchapter K, including section 706(c) (2) (B)). Thus, a part-
nership agreement, amended (pursuant to section 761(c)) to provide
for a retroactive allocation, will not override an allocation required
under section 706 (c) (2) (B).

This is substantially the same provision provided in the House bill.
Effective date

These provisions are effective for taxable years of partnerships that
begin after December 31, 1975. The committee does not intend that
any inference be drawn as to the propriety or impropriety of a retro-
active allocation under present law.

Revenue effect
The revenue impact of this provision is included in the revenue

estimate under (a) above.

d. Partnership Special Allocations (sec. 210(d) of the bill and
sec. 704(b) of the Code)

Present law
Under the partnership provisions, a limited (or a general) partner-

ship agreement may allocate income, gain, loss, deduction, or credit
(or items thereof)"among the partners in a manner that is dispro-
portionate to the capital contributions of such partners (sec. 704(a),
(bN (1)). These are sometimes referred to as "special allocations" and,
with respect to any taxable year, may be made by amendment to the
partnership agreement at any time up to the initial due date of tile
partnership tax return for that year (sec. 761(c)).

Special allocations of profits, losses, income items, and deductions
may be used to combine tax-oriented and nontax-oriented investors in
a single partnership. Typically, the tax benefits and large portions of
the capital appreciation on resale are given to the high-income inves-
tor, while greater security and first return of cash flow are given to the
nonta--oriented investor.

A special allocation will not be recognized under present law if
its principal purpose is to avoid or evade a Federal tax (sec. 704(b)
(2)). In determining whether s special allocation has been made
principally for the avoidance of income tax, the regulations focus



upon whether the special allocation has "substantial economic effect,"
that is, whether the allocation may actually affect the dollar amount
of the partner's share of the total partnership income or loss inde-
pendently of tax consequences (Regs. § 1.704-1 (b) (2)). The regula-
tions also inquire as to whether there was business purpose for this
special allocation, whether related items from the same source are
subject to the same allocation, whether the allocation ignored normal
business factors and was made after the amount of the specially al-
located item could reasonably be estimated, the duration of the alloca-
tion, and the overall tax consequences of the allocation.

A primary case dealing with this issue, Stanley C. Orrisch, 55 T.C.
395 (1970), affirmed C.A. 9, disallowed a deduction of 100 percent of
the depreciation by one of the partners in a two-man partnership. The
allocation in this case was found to have been made for the principal
purpose of evading or avoiding income tax, the parties failing to
demonstrate any economic effect of the allocation. The court indicated
that the taxpayer had not shown that he had borne the risk of economic
depreciation of the property in question.

In the case of Leon A. Harris, 61 T.C. 770 (1974), the United States
Tax Court sustained the special allocation to a partner of a loss in-
curred upon the sale of an interest in a shopping center, where the
,entire sales proceeds were distributed to that partner and his capital
account was charged with the entire loss on the sale.

By its terms, the tax avoidance provisions. of section 704(b) (2)rply to allocations of items of income, gain, loss, deduction, or credit.
t Is thus argued that these provisions do not apply to and would not

preclude allocations of taxable income or loss, as opposed to specific
items of income, gain, deduction, loss, or credit.

The main case dealing with the interpretation of section 704(b) (2)
with respect to this issue is Jean V. Kresser, 54 T.C. 1621 (1970). In
Kressemr, a purported allocation of all a partnership's taxable income
for one taxable year to one partner who had a net operating loss carry-
forward expiring in that year was disallowed upon the court's findings
that the partnership agreement was not amended to provide for the
allocation and the allocation of income was, in fact, nothingmore than
a paper transaction lacking in economic substance. One of the argu-
ments of the Government was that section 704(b) (2) precluded the
allocation. The court dealt with this contention in a footnote (supra. at
p. 1631), which indicated support for the interpretation of section 704
(b) (2) as applying only to allocations of particular items of income,
deduction, or credit, and not to allocations of the composite of the part-
nership's income or loss. However, because of the court's initial find-
ings (i.e., the absence of both an amendment to the partnership agree-
ment and a bona fide reallocation of income), it did not resolve this
issue.

Reasons for change
The committee believes that an overall allocation of the taxable

income or loss for a taxable year (described under section 702(a) (9))
should be subject to disallowance in the same manner as allocations of
an item of income or loss.

Also, the committee believes that allocations of special items and
overall allocations should be restricted to those situations where the



allocations have substantial economic effect, as presently interpreted
by the regulations and case law.

Explanation of provisions
The committee amendment provides generally that an allocation of

overall income or loss (described under section 702(a) (9)), or of any
item of income, gain, loss, deduction, or credit (described under sec-

tion 702(a) (1)-(8)), shall be controlled by the partnership agree-

ment if the partner receiving the allocation can demonstrate that it has
"substantial economic effect", i.e., whether the allocation may actually
affect the dollar amount of the partners' shares of the total partner-
ship income or loss independently of tax consequences. (Begs. § 1.704-i
(b) (2)) Other factors that could possibly relate to the determination
of the validity of an allocation are set forth under the present regu-
lations (Regs. § 1.704-1 (b) (2)).

If an allocation made by the partnership is set aside, a partner's
share of the income, gain, loss, deduction or credit (or item theiof)
will be determined in accordance with his interest in the partnership,
taking into account all facts and circumstances.

In determining a "partner's interest in the partnership", all the facts
and circumstances are to be taken into account. Among the relevant
factors to be taken into account are the interests of the respective
partners in profits and losses (if different from that of taxable i ncome
or loss), cash flow; and their rights to distributions of capits upon
liquidation.

The House bill differs from the committee amendment in two re-
spects. First, the committee amendment disallows a special allocation
lacking "substantial economic effect", while the House bill does so with
respect to a special allocation lacking "a business purpose" or where
"significant avoidance or evasion of any tax ... results from such allo-
cation." While there is a difference in language, the intent of the com-
mittee amendment and the House bill are essentially the same--both
versions seek to prevent the use of special allocations for tax avoidance
purposes, while allowing their use for bona fide business purposes."

The committee amendment provides that in the case where there is
a disallowance of a special allocation, a partner's share of the income,
gain, loss, deduction or credit (or item thereof) is to be determined in
accordance with the Partner's interest in the partnership, taking into
account all facts and circumstances. The House bill provided a two-
step method of reallocation which includes the Provision described
above in the committee amendment but also provided for the alloca-
tion to be determined in accordance with the partner's "permanent
method of allocating" the taxable income or loss (described under sec-
tion 702(a) (9)), if there is such a method. The committee amendment
deletes this alternative because of the difficulty in defining "permanent
method of allocating" the items.

Effective date
This provision applies to partnership taxable years beginning after

December 31, 1975. The committee does not intend that any inference

" Because of the use of the phrase "significant avoidance or evasion of any ta .
results" (emphasis sopolied) onder 'he Hoose bill a conceivable interpretation might cause
the disallowance of a special allocation to a high-bracket taxpayer, notwithstanding that
the allocation had a business purpose and economic substance.



be drawn as to the propriety or impropriety of a special allocation
under present law.

Revenue efect
The revenue impact of this provision is included in the revenue esti-

mate under (a) aboye.

9. Interest

a. Treatment of Prepaid Interest (sec. 205(a) of the bill and sec.
461(g) of the Code)

Present law
Under present law, a taxpayer may claim deductions in the year

which is proper under the method of accounting which he uses in com-
puting his taxable income (sec. 461). A taxpayer using the cash re-
ceipts and disbursements method of accounting may generally claim
a deduction for interest paid within his taxable year (sec. 163(a)).
However, if the taxpayer's method of accounting does not clearly
reflect income, the Internal Revenue Service may recompute the in-
come using the method which the Service believes clearly reflects in-
come (sec. 446(b)). The income tax regulations also provide that,
even under the cash method of accounting, an expense which results in
the creation of an asset having a useful life which extends substan-
tially beyond the close of the taxable year may be deducted only in
part in the year in which payment is made.

No specific statutory provision expressly permits prepaid interest
to be deducted in full when paid by a cash method taxpayer. The au-
thority for deducting prepaid interest rests on court cases and on ad-
ministrative rulings by the Service. Until the late 1960's tax-oriented
investors were able to prepay as much as five years' interest with
apparent approval by the courts and the Service.

In 1968, however, the Service published a revenue ruling holding
that an interest prepayment by a cash-basis taxpayer for a period ex-
tending for more than 12 months beyond the end of the current taxable
year will be deemed to create a material distortion of income. In
such a case the interest will be allocated over the taxable years in-
volved. Deductions for interest paid in advance for a period not in
excess of 12 months after the last day of the taxable year of payment
will be considered on a case-by-case basis to determine whether a
material distortion of income has resulted.' Recent Tax Court cases
have disallowed prepaid interest deductions of taxpayers in situations
where the Internal Revenue Service has relied on this ruling as
authority to disallow the deduction. The Tax Court has indicated,
however, that it might not be willing to disallow prepaid interest in
all cases where the prepayment relates to periods extending more than
12 months beyond the end of the current taxable year.

The tax treatment of a loan requiring prepaid interest or points
contrasts with the tax treatment of a discount loan under present
law, although in many situations the economic substance of both

'The ruling (Rev. Rol. 68-648. 1968-2 c.. 76) sets forth several factors which may be
considered in determining whether ther samtra ditrinofome te.on
of the taxpayer's income in the taxable year of payment ; his income in previous years
the amount of prepaid Interest; the time of payment; the reason for the prepayment; and
the presence of a varying rate of Interest over the term of the loan.



transactions is similar. In a discount loan, the lender delivers to the
borrower an amount which is smaller than the face amount of the
loan. The difference between the face amount and the amount deliv-
ered to the borrower is the charge for his use of the borrowed funds.
Under present law, a borrower on the cash method cannot deduct the
entire interest element in the year in which he receives the loan pro-
ceeds. He can deduct the interest element only when and as he actually
repays the face amount of the loan.2

Reasons for change
Prepaid interest has been extensively used in many types of tax

shelters to defer tax on income which would otherwise be taxable in
higher marginal tax brackets. The deduction for prepaid interest has
become highly important to investors seeking year-end tax losses
who acquire their interests in a property (such as land, an apartment
building, cattle, computers, motion pictures and the like), or in a
partnership which will own the property, toward the end of the calen-
dar year. In such cases, the investors will not be able to operate the
property long enough in that taxable year to generate either income
or a large amount of ordinary and necessary business expenses. There-
fore, deductions arising from prepaying as much of the financing
costs as possible have been central to the creation of year-end tax
losses. If the investors have income from other sources, the interest
deductions can be used to offset this other income (rather than off-
setting income from the property itself, which will be realized in a
later year). Prepaid interest thus gives a taxpayer the time value of
deferring taxes on his other sources of income.'

The advantages of prepaying interest are especially attractive to
persons who have unusuallyhigh income in a particular year and who
are in a higher effective tax bracket that year than they expect to be
in during later years.

In many cases a deduction for prepaid interest can be generated
without adverse cash flow consequences by borrowing more money than
is needed and promptly repaying the excess as "prepaid interest."4

A recent technique used to justify larger amounts of prepaid in-
terest within the Service's present guidelines than can be obtained
under conventional financing is the "wraparound" mortgage (some-
times referred to as an all-inclusive deed of trust). Often, a farm,
shopping center or other property which investors are purchasing
is encumbered by an existing first mortgage. The investors execute
to the seller a new purchase money obligation whose face amount
includes both the unpaid balance of the first mortgage and the now
financing supplied by the seller (which would ordinarily take the

'See Rev. Rul 75-12 1975- C.B. 62.
'In some cases the investors (or their partnership) execute a purchase money mortgage

note to the person who is selling the property to them. Although most sellers would ordi-narily desire to receive a larger purchase price (capital gain) and less interest (ordinary
income), many sellers are not adversely affected by receiving income. Some sellers
may have expirin loss carryovers to absorb the interest income. Others are dealers who
would realize ordinary inecie on the sale in any event; other sellers are pension funds,
charities or other tax-exempt organizations.
4 In Pome cases an interest prepayment reduces the taxpayer's cash fo-v (net of tax

savings). However. as long as the deduction lowers the taxpayer's effective tax rate by
mare than the market rate of interest which he could earn on the cash he Invests, the tax-
payer will find it to his advantage to shelter his income by prepaying Interest. (Generally,
the largest reductions in effective tax rate will accrue to taxpayers in the higher mar-
ginal tax brackets.)



form of a second mortgage). The buyers agree to pay (and to prepay)
interest on the face amount of the "wraparound" note, while the seller
arees to continue paying the interest on the first mortgage out of
te interest payments which he receives from the buyers. Since awraparound mortgage usually bears a higher rate of interest than the
first mortgage (and in some cases the additional prepaid interest
which the buyers claim on the note is negotiated as a substitute for alarger down payment), this type of arrangement has been widely
used to increase the amount of interest which can -be prepaid in the
initial year of a purchase of property and claimed as a deduction forone year's prepaid interest within the Service's present guidelines.'

The committee believes that the creation of a tax shelter with pre-paid interest cannot be justified even under the cash method of ac-
counting. The policies underlying the cash method, namely, simplicity
and avoidance of complex recordkeeping or computations, do notapply to prepaid interest, which can be allocated over the term of a
loan.

Under present law there is considerable uncertaint 7 as to the de-ductibility of prepaid interest. Under the Tax Courts holdings, the
deductibility of prepaid interest depends on a case-by-case deter-
mination. Even under 'the Internal Revenue Service position, a
case-by-case determination must be made in all cases where interest
is prepaid for a period which does not extend more than 12 months
beyond the taxable year in which the prepayment is made. Conse-
q utly, a deduction of prepaid interestby the same taxpayer might
be allowed in one year and perhaps not in another year. Also,
pteaid interest might be deductible by one taxpayer who has a largeamount of income in a given year after the deduction (so that the
deduction arguably does not "distort" his income) but possibly not be
deductible by another taxpayer who has little or no taxable incomeafter taking the deduction. In the case of prepaid interest, the clear
reflection of income test (under present law) should focus less on
comparing the interest deduction with the taxpayer's general income
stream from year to year than on matching interest and other costsof carrying a particular property against its income or loss over the
term of the loan.

Explanation of provision
The committee has adopted a rule which permits a cash method

taxpayer to deduct prepaid interest only in the taxable year in
which (and to the extent that) the interest represents a charge for the
use or forbearance of borrowed money during that period.

Under this provision of the committee amendment, if a taxpayer
uses the cash receipts and disbursements method to compute his tax-
able income, interest which he pays and which is properly allocable
to any later taxable year must be charged to capital account and
treated as paid by him in the periods in which (and to the extent that)

'The seller of property is motivated to use a wraparound mortgage because he Is relend-lng the balance of the first mortgage to the investor at a higher rate of interest than heravs to his lender. Thus the amo ont received as a result of the difference between the
interest rates Is additional profit to him.

A wraparound mortar Is also often used as a refinancing devIce by an owner of mort-gged property who desires to receive a new loan from a third party, who agrees to payoff the existing lies out of the payment which he receives from the borrower.



the interest represents a charge for the use or forbearance of borrowed
money during each such taxable year. In determining whether an in-
terest prepayment is properly allocable to one or more taxable years
after the year of payment, the committee intends that the allocation be
made to the period or periods in which the interest represents a cost of
using the borrowed money in that period, regardless of whether allow-
ing prepaid interest to be deducted when paid would materially distort
the taxpayer's income in the year of payment (or the income of a
partnership of which the taxpayer may be a member).

This rule applies to all taxpayers, including individuals, corpora-
tions, estates and trusts and covers interest paid for personal, business
or investment purposes.

The new statutory rule relates to interest prepayments by a cash
method taxpayer. It is intended to conform the tax deductibility of
prepaid interest by cash method taxpayers to the rule which the
committee understands to be proper under present law for interest
prepayments by an accrual method taxpayer.6

Once prepaid interest has been allocated over the term of the
loan, the interest allocable to a given tixable year will theA become
subject to other limitations under present law and to specific limita-
tions imposed by other provisions of this bill. For example, interest
allocated to a taxable year under this provision of the committee
amendment will become subject, in turn, to the minimum tax rules
added by the committee amendment under which the excess of invest-
ment interest over investment income will be treated as an item of
tax preference, and to the limitation on activities not engaged in for
profit (sec. 183 of present law), in each of the taxable year or years
in which interest is an allowable deduction under this provision..

In adopting the new rule, the committee does not intend 9 change
present law with regard to defining "interest." Before this provision
can apply, an interest payment must be otherwise deductibleas in-
terest under present law.'

In certain cases. the Treasury is authorized to treat interest, pay-
ments under a variable interest rate as consisting partly of interest
computed under an average level effective rate of interest and partly
of an interest prepayment allocable to later years of the loan a

The amendment does not contemplate that interest will be treated
as paid in level payments over the term of every loan. Thus, interest
paid as part of a level constant payment (including principal and
interest) will not be subject to this provision merely because the
payments consist of a larger interest portion in the earlier years of
the loan than in the later years.

'An accrual method taxpayer can deduct prepaid interest only in the period in which
the use of money occur. and only to the extent of the interest cost of using the bor-
rowed funds during that neriod. It is not material when actual payment occurs, nor in
the sentence of a fixed liability to meke a prepayment of interest sufficient to justify a
ded'tion. Rev. Ru. 1968-8s 2 C.B. 76.

'Tbe committee doe not intend to prevent the Treasry or the taxpayer from cnn-
Sinuing (where appropriate) to characterine a purported "interest" payment an t tre
interest circumstances. It may thus be approriate in some cases to
treat a payment denominated "interest" as. in substance. additional purchase price of
property, as a dividend, as payment for an option. ete.
reTheemittee doen not Intend lover tbt 4 loan Rfn g for interest at a stated
rate tied to the "prime re" necesarily involves prepajd interest, or that variations

t e intot an the Prime rate tor some other ohiective measurement) varies
necessarily subjects the interest payments to disallowance under this provision.



Prepaid interest on an indebtedness secured by a "wraparound mort-
gage" will be subject to the general rule of this provision.9

The committee does not intend the new rule to change the treatment
of a discount loan under present law by a cash method taxpayer. Nor
does the new rule prevent the Treasury from treating interest as paid
under the terms of a discount loan rather than under a conventional
loan as prepaid interest.

Points are additional interest charges which are usually paid when a
loan is closed and which are generally imposed by the lender in lieu
of a higher interest rate. Where points are paid as compensation for
the use of borrowed money (and thus qualify as interest for tax pur-
poses) rather than as payment for the lender's services, the points
substitute for a higher stated annual interest rate. As such, points are
similar to a prepayment of interest and, under the committee amend-
ment, are to be treated as paid over the term of the loan. This rule
also applies to charges similar to points, whether called a loan-
processing fee or a premium charge.

The committee amendment permits points paid by a cash method
taxpayer on an indebtedness incurred in connection with the pur-
chase or improvement of (and secured by) his principal residence to
be treated as paid in the taxable year of actual payment. A loan will not
Iualify under this exception, however, if the loan proceeds are used
or purposes other than purchasing or improving the taxpayer's prin-

cipal residence, or if loan proceeds secured by property other than
his principal residence are used to purchase or improve his residence.
The exception applies only to points on a home mortgage, and not to
other interest costs on such a mortgage. A further limitation is that
in order to qualify under this exception, the charging of points must
heflect an established business practice in the geographical area where
the loan is made, and also the deduction allowed under this exception
may not exceed the number of points generally charged in the area
for this type of transaction.

The House bill is substantially the same as the committee emend-
ment, except that the House bill does not contain the limitation on
deductibility of points.

Effective dates
The rules in this provision apply generally to any prepayment of

interest (including points) after December 31,1975.
The committee intends that no inference should be drawn concern-

ing the deductibility of prepaid interest paid before the effective dates
of the new rule. It is expected that deductions for such prepayments
will be determined according to the criteria of present law.

Revenue effect
It is estimated that this provision will result in an increase in tax

liability of less than $5 million annually.

Since the provision focuses on the fact of prepayment as such, it is immaterial whether
the borrower prepays interest '(either voluntarily or contractually) to a third-party
lender under the first mortgage rather than to the seller of the property. In appropriate
cases, however, the committee does not intend to prevent the Service from recharacterizing
cart or all of a buyer's (or borrower's) "interest" payment on a wraparound mortgage
s. in substance, an additional down payment of Priscipal or as a nondeductible deposit

of interest with a third party. See Rev. RuI. 75-99, 1975-1 C.B. 197.



b. Termination of Investment Interest Limitation (sec. 210(b) Of
the bill and see. 163(d) of the Code)

Present lawe
Under present law, a taxpayer who itemizes his deductions may

generally deduct all interest paid or accrued within the taxable year
on hip indebtedness (sec. 163). However, a limitation is imposed on
interest on investment indebtedness incurred by a noncorporate tax-
payer. This limitation applies to interest paid or accrued in the tax-
able year on indebtedness incurred or continued to purchase or carry
property held for investment. Under this limitation (sec. 163(d)),
investment interest may be deducted in the taxable year only up to an
amount equal to the total of the taxpayer's net investment income,
his long-term capital gain and $25,000, plus one-half of any investment
interest in excess of these amounts. Any remaining amount may be
carried over to future years and deducted within specified limits in
such years. The excess of investment interest for any taxable year over
investment income for the same year is not treated as an item of tax
preference under the minimum tax rules of present law. (Excess in-
vestment interest was treated as a tax preference item for taxable
years beginning before January 1,1972).

Reasons for change
As indicated in the minimum tax section above, the committee, is

concerned about the cases where taxpayers have investment interest
deductions in excess of their investment income which, as a result,
allow them to reduce their taxable income in a year to a point at which
little or no tax is paid. The present rules for investment interest con-
tribute to situations of this kind. The committee believes that a prefer-
able approach is to make the full amount of excess investment interest
subject to the minimum tax. Consequently, the committee amendment
changes the treatment of investment interest by making such interest
an item of tax preference for purposes of the minimum tax and by
repealing prospectively the present rules for investment interest. This
approach differs from the House bill, which generally would limit
deductions for investment interest (and also personal interest) to an
amount equal to net investment income and long-term capital gains,
plus $12,000 per year.

Explanation of provision
The committee amendment provides that the limitations on invest-

ment interest contained in present law shall not apply to interest paid
or accrued after December 31, 1975. However, in order to take account
of the fact that taxpayers may have carryovers of investment interest
paid or accrued in 1975 and earlier years, the amendment continues
the interest carryover rules of present law (sec. 163(d) (2)) for any
such interest. This means that interest paid or accrued before 1976
which is disallowed under the present rules must be carried over to
1976 and later taxable years. The amount of carryover of pre-1976
interest which can be deducted in 1976 and later years will continue
to be determined under the present carryover rules and will be subject
to the limitations contained in those rules. The amount of pre-1976
disallowed interest which can be deducted in 1976 and later years must
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be taken into account in any such year in determining (for purPoses
of the revised minimum tax) whether in that year the taxpayers in-
vestment interest exceeds his investment income.

Effective date
The limitations on investment interest contained in present law

will not apply to interest paid or accrued after December 81, 1975.
Revenue effect

This provision will reduce budget receipts by $11 million in fiscal
year 1977, $12 million in fiscal year 1978, and $14 million in fiscal
year 1981.

c. Limitation on Deduction of Nonbusiness Interest
The House bill contained a limitation on the deduction of non-

business interest (other than investment interest to the extent of in-
vestment income) to $12,000 a year.

The committee deleted this provision because it did not want to
limit the deduction of mortgage interest and other types of personal
interest. The deduction of excess investment interest is dealt with
under the minimum tax and the deduction of prepaid interest is
limited under the tax shelter provisions.



C. CHANGES IN THE MINIMUM AND MAXIMUM TAXES

1. Minimum tax (sec. 301 of the bill and secs. 56-68 of the Code)

Present kKw
Present law (sec. 56 of the Code) imposes a minimum tax on

certain tax preferences. The minimum tax amounts to 10 percent of
the sum of an individual or corporation's (or estate or trust's) tax
preferences in excess of the sum of $30,000 and the taxpayer's regular
income tax.'

The tax preference items included in the base of the minimum tax
are the following :-

(1) Accelerated depreciation on real property in excess of
straight-line depreciation;

(2) Accelerated depreciation on personal property subject to a
net lease in excess of straight-line depreciation; 2

(3) Amortization of certified pollution control facilities (the
excess of 60-month amortization (sec. 169) over depreciation
otherwise allowable (sec. 167) ) ;

(4) Amortization of railroad rolling stock (the excess of 60-
month amortization (sec. 184) over depreciation otherwise
allowable (sec. 167)) ;

(5) Qualified or restricted stock options (the excess of the
fair market value at time of exercise over the option price) ;

(6) Reserves for losses on bad debts of financial institutions
(the excess of the special deduction for such institutions over the
bad debt reserve deduction allowable on the basis of actual
experience) ;

(7) Percentage depletion in excess of the adjusted basis of the
property;

(8) Capital gains (for individuals, one-half of net long-term
capital gains; for corporations -in general, 18/48 of net long-term
gains) ;

(9) Amortization of on-the-job training and child care facili-
ties (the excess of 60-month amortization (sec. 188) over deprecia-
tion otherwise allowable (sec.167)).

Special rules are provided for net operating losses and for carry-
overs of "unused" regular income tax deductions In the case of net
operating losses, present law provides for a deferral for part or all
of the tax in a year in which the taxpayer incurs a net operating lose

1 Regular income tax is reduced by various tax credits, such as the foreign tax and
retirement income credits.

The net lexse provision does not aply to corporations, other than suhehaptr a
corporations and personal holdit companL e cThe fraction 8/48 Is the dierence between the ordinary corporate income tax rate of48 percent and the corporate capital gains tax rate of S0 percent, divided by. the ordinary
corporate rate.
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which can be carried over to a later year. In addition, there is a rule
which provides that in a year in which a taxpayer has regular income
tax liability (after tax credits) which exceeds his tax preference in-
come above the $30,000 exemption level, the excess tax liability may be
carried forward for 7 years and used to offset tax preference income
otherwise subject to the minimum tax in those later years. Tax
preferences from foreign sources are subject to the minimum tax only
to the extent that they reduce regular income taxes on domestic-source
income (sec. 58(g)). Tax preferences of subchapter S corporations
are considered to be preferences of their shareholders.

Reasons for change
The existing minimum tax on tax preferences was enacted in 1969

in order to ensure that hi h-income individuals and corporations pay
at least a minimum rate of tax on their tax preferences, including both
exclusions from taxable income and deferrals of tax liability into
future years. The current minimum tax, however, has not achieved
this goal, High-income individuals still are able to avoid paying in-
come tax, and in 1974 the minimum tax on individuals raised only
$130 million, a small fraction of tax-preferred income. Moreover, the
existing minimum tax is largely a tax on only one type of preferred
income--the excluded half of long-term capital gains, which con-
stitutes about seven-eighths of the income in the minimum tax base.

The committee amendment is designed to raise the effective rate of
the minimum tax on individual's tax-preferred income. It raises the
minimum tax rate and reduces the overly generous exemption. Also,
new tax preferences re added to the minimum tax base.

Several of these new tax preferences deal with "tax shelters." These
are investments which permit persons to claim deductions that under
a precise definition of income would be claimed in later years. These
accelerated deductions enable the investor to deduct a loss against
his ordinary income. Generally, the use of accelerated deductions in
one year means that in future years the investor will have to reduce his
deductions, but he still receives the benefit of tax deferral--equiva-
lent to an interest-free loan from the Federal Government-and his
tax rate may be lower in that future year than in the year in which
he claimed the accelerated deductions. In some cases, it is also possible
to use accelerated deductions to convert ordinary income into capital
tins; this is dealt with under the recapture provisions in title II of

e committee amendment.
Tax shelters create several problems. By enabling high-income in-

dividuals to avoid tax, they impair the equity of the tax system. Also,
in some cases investments are undertaken not because of their economic
merits but because of the tax savings they generate.

Many so-called tax shelter investments, however, do have economic
merit, and elimination of the tax benefits for such investments could
cause a significant decline in economic activity. This is especially true
of two extremely risky industries-real estate and oil and gas drilling.
In both of these industries, the committee concluded it would be un-
desirable to make tax changes that would cause major declines in
investment. Housing construction is well below the rates achieved in
1972 and 1973, and the nation is far short of achieving the housing



goals established by Congress in 1968. Oil and gas drilling is also not
proceeding at a sufficiently high rate to achieve our goal of energy
independence.

The House, in its bill, focused on the abuses of tax shelters and
adopted a provision-the "Limitation on Artificial Losses" (LAL)-
which would have eliminated much of the investment in these indus-
tries. LAL would also significantly complicate the tax system, requir-
ing large amounts of recordkeeping by taxpayers.

The committee rejected the House approach and decided instead to
deal with tax shelters through changes in the minimum tax, through
the maximum tax changes described below, and through specific tax
shelter provisions in title II that are designed to curb tax shelter
abuses without interfering with economically meritorious investments.
This approach is simpler than that of the House bill and will avoid
the adverse economic impact that would have resulted from the House
bill.

Explanation of provision
The committee amendment raises the minimum tax rate from 10

percent to 15 percent. In place of the existing $30,000 exemption and
the deduction for regular tax liability, the amendment allows an ex-
emption equal to $5,000 or regular tax liability, whichever is greater.
(For married couples who file separate returns, the $5,000 figure is

reduced to $2,500.) The existing provision that permits a carryover of
unused regular tax liability is repealed. The purpose of these changes
is to increase the effective rate of the minimum tax as a percentage of
tax preferred income.

The committee amendment makes no change in the minimum tax
for corporations generally except to delete one minor tax preference.
The changes for individuals, however, apply to estates, trusts and
personal holding companies.

The House bill raised the minimum tax rate only to 14 percent and
contained a $20,000 vanishing exemption. It also repealed the deduc-
tion for regular tax liability. The committee believes it is appropriate
to retain the deduction for regular taxes, so that the minimum tax is
focused on people with relatively little regular tax liability, but to raise
approximately the same amount of revenue by lowering the exemption
and raising the tax rate.

The committee amendment adds the following new tax preferences
to the minimum tax base: construction period interest, accelerated
intangible drilling costs, the excess of investment interest over invest-
ment income, the excess of itemized deductions (other than medical
expenses and casualty losses) over 60 percent of adjusted gross income,
and accelerated depreciation on all leased personal property.4

Construction period interest.-Interest during the construction pe-
riod of a building is to be treated as a tax preference under the mini-
mum tax. "Construction period interest" is interest paid or accrued on
indebtedness incurred (or continued) to purchase or carry real prop-
erty to the extent the interest is attributable to the construction period
for the property and is allowed as a deduction for the taxable year.

'Present law treats as a tax preference the accelerated depreciation on personal prop-
erty subject to a net lease.



Thus, interest paid with respect to a purchase-money mortgage or
other indebtedness incurred to purchase or carry unimproved land is
not construction period interest to the extent that it is attributable to
periods before the land begins to be used for construction.

If a taxpayer elects to capitalize construction period interest, then
such interest increases the basis of the property. The interest paid
or accrued in this case, will not be a preference item at that time. To
the extent that the capitalized interest becomes part of the basis of the
property on which accelerated depreciation is claimed in a subsequent
year, however, it increases the tax preference item for accelerated
depreciation in the later year.

The construction period begins with the date on which construc-
tion, reconstruction, or erection of a building starts and ends when the
building or other improvement is ready to be placed in service or to be
held for sale.5 Generally, the construction period is determined sepa-
rately for each building in a construction project. (A special transi-
tional rule for low-income housing is described below.)

Accelerated depreciation on leased personal property.-Under exist-
ing law, there is a tax preference under the minimum tax for acceler-
ated depreciation on personal property subject to a net lease. This does
not include the "bonus" first-year depreciation allowance or the addi-
tional depreciation resulting from use of the Asset Depreciation
Range (ADR) system. The committee amendment expands this
preference, making it apply to accelerated depreciation on personal
property subjectto any kind of lease.

Intangible drilling expes8e in excess of related ineom/e.-The com-
mittee amendment also adds an item of tax preference for 'accelerated
intangible drilling expenses on oil and gas wells in excess of related
income. For this purpose, accelerated intangible drilling expenses are
those in excess of expenses which could have been deducted had the
intangibles been capitalized and either deducted over the life of the
well'as cost depletion (regardless of whether the taxpayer actually
used cost depletion in computing his regular income tax) or deducted
ratably over ten years. In computing their accelerated intangible
drilling costs, taxpayers may choose whichever of these two methods
of capitalization is most favorable to them. The preference for
accelerated intangible drilling expenses does not apply to taxpayers
who elect to capitalize these costs, nor does it apply to nonproductive
wells. Nonproductive wells are those that are not capable of producing
oil and gas in commercial quantities. In some cases, it may be impos-
sible to determine whether a well is productive until after the tax
return is filed; thus, it may be necessary in these cases for the taxpayer
to pay the minimum tax and, if the well subsequently proves to be dry,
file an amended return and claim a refund.

Related income from oil and gas, which reduces the amount of
intangible drilling costs included in the minimum tax base, includes
gross income from oil and gas production (as defined for purposes of
computing the deduction for percentage depletion) less deductions

- Where a portion of the building is rented prior to the completion of the entire build-
ing, property ia not ready to be placed In service until the building I substantially
completed within the meaning of the regulations under section 167. Property Is not ready
to be held for sale until It could be placed in service by the purchaser.
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other than the deduction for accelerated intangible drilling expenses.
(Related income is computed by deducting nonaccelerated intangible
drilling costs; that is, the amount that could have been deducted had
the costs been capitalized and either deducted ratably over ten years
or under any method used to compute cost depletion.T Deductions for

this purpose include. percentage depletion (if it exceeds cost deple-
tion) and the deduction for long-term capital gains on, oil and gas

wells, but they do not include net operating loss deductions or capital

loss carryforwards or carrybacks. Deductions in computing related in-

come also include those related to nonproductive wells.
Excess investment interest.-Another new tax preference added to

the minimum tax by the committee amendment is excess investment
interest. Generally, this is the same item of tax preference that was
in the minimum tax base for the period 1970-1971. It equals the excess
of investment interest over investment income. The committee amend-
ment repeals the existing limitation on a portion of excess investment
interest (see. 163(d) ), which has proved less effective in limiting this
deduction than would including it in the minimum tax.

The committee amendment would not allow taxpayers who have
carryovers of investment interest disallowed in prior years under sec-
tion 163(d) to take an immediate deduction for such interest. For
purposes of these carryovers, section 163(d) should be treated as still
in effect. Taxpayers will be allowed a deduction for such interest only
to the extent that they would be allowed a deduction under section
163(d).

The committee amendment makes only two changes in the earlier
minimum tax provision. First, there is a transitional rule for subsi-
dized low income housing. Second, in the case of limited partners,
for purposes of computing this preference item (but not for
other purposes) all interest incurred by the partnership and allo-
cated to the limited partner is to be treated as investment interest, and
all partnership income allocated to him is to be considered investment
income. Thus, if a limited partner is allocated $25 of gross income
from a Partnership and $20 of expenses, including $10 of interest ex-
penses, his excess investment interest under the minimum tax will be
increased by $5 (the $10 interest from the limited partnership minus
the $5 of partnership income). Investment interest for this purpose
does not include construction period interest which is made an item of
tax preference elsewhere in the bill.

Itemized deductions.-The other new tax preference added by tbe
committee amendment is for itemized deductions (other than excess
investment or construction period interest that is already a tax prefer-
ence and other than deductible medical expenses and casualty losses)
to the extent they exceed 60 percent of adjusted gross income. The
committee has included this tax preference to prevent high-income
people from using itemized d-dtw1tions to avoid all tax liability. For
trusts and estates, however, additional deductions are exempted from
this provision. They are the distribution deduction, the net operating
loss deduction, the "deduction for administrative expenses and the de-
ductions for depletion, depreciation and amortization.

TaSitional rule for low-income housing.-Under the committee's
amendment, special transitional rules are provided for construction



period interest and excess investment interest in the case of certain
subsidized low-income housing. Construction period interest paid or
accrued before January 1, 1982, on such housing is excluded from the
minimum tax base. In the case of excess investment interest, if con-
struction of the low-income housin- was begun before January 1,
1976, excess investment interest will'be included in the minimum tax
base only if such interest would have been treated as investment inter-
est under the provisions of section 163(d) in effect before repeal by
the committee amendment, and only one-half of such interest paid or
accrued before January 1, 1982, will be included in the minimum tax.
Where construction is began after December 31, 1975, one-half of the
excess investment interest paid or accrued after such date and before
January 1, 1982, shall be included in the minimum tax base if such
interest would be treated as investment interest under the new defini-
tion of investment interest provided by the committee amendment. In
the case of interest paid or accrued after December 31, 1981, the entire
amount of excess investment interest paid or accrued after such date
will be included in the minimum tax base under the new definition of
investment interest, except for interest that would not have been in-
vestment interest under section 163(d) in the case of buildings whose
construction began before January 1, 1976.

Deleted preferees.-To simplify the minimum tax, several tax
preferences that very few people use are deleted from the minimum
tax base by the committee amendment. These are rapid amortization
on child-care and on-the-job training facilities, and rapid amortiza-
tion on pollution control facilities. The preference for rapid amor-
tization for child care and on-the-job training facilities is deleted for
corporations as well.

The House bill added a somewhat different set of new preferences to
the minimum tax base. These were construction period interest and
taxes, accelerated intangible drilling costs on productive oil and gas
wells, accelerated depreciation on all leased personal property (in-
cluding the acceleration that results from ADR and the "bonus' first-
year depreciation allowance), depreciation on player contracts sold in
connection with a snorts franchise, and itemized deductions in excess
of 70 percent of adjusted gross income.

Tax benefit ruZe.-There are certain cases under present law in
which a person derives no tax benefit from a tax preference. For

example, if an individual has no adjusted gross income because of
deductions for accelerated depreciation on real property (an item of
tax preference under the minimum tax) and also has itemized deduc-
tions (which under these circumstances he is unable to use), the tax
benefit from the accelerated depreciation deductions may be reduced
or eliminated because of the unused itemized deductions. However, the
individual may still be subject to the minimum tax on the accelerated
depreciation. Similar problems can occur in the case of deductions for
percentage depletion, the capital gains deduction, rapid amortization
and intangible drilling expenses. To some extent, the Internal Reve-
nue Service has been able to deal with this issue through regulations.
To deal with this problem specifically, the amendment instructs the
Secretary of the Treasury to prescribe regulations under which items
of tax preference (of both individuals and corporations) are to be
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properly adjusted when the taxpayer does not derive any tax benefit
from the preference. For this purpose, a tax benefit includes tax defer-
ral ever if only for one year. The committee, by adding this provision,
does not intend to make any judgment about the authority of the
Treasury to issue these regulations under existing law.

Under existing law, the minimum tax is not imposed on tax pref-
erences that make up a net operating loss that is carried forward to
a succeeding taxable year. Instead, the minimum tax is imposed on
those preferences when the net operating loss reduces taxable income.
For preferences from taxable years prior to January 1, 1976, this tax
rate will continue at 10 percent even if the net operating loss is de-
ducted in a taxable year beginning after December 31, 1975. For pref-
erences for taxable years beginning after December 31, 1975, the tax
rate will be 15 percent. Thus, the year of the preferences, not the year
when the net operating loss is deducted, is to determine whether the
10-percent or the 15-percent rate applies.

The above provision is the same as in the House bill.
Effective date

The amendments to the minimum tax are to apply to tax preferences
for taxable years beginning after December 31, 1975. Carryovers of
unused regular inome tax from prior years are not to be allowed to
offset tax preferences in these taxable years.

Revenue effect
This provision will increase budget receipts by $980 million in fiscal

year 1977, $1,077 million in fiscal year 1978, and $1,437 million in
fiscal year 1981.

2. Maximum tax rate (see. 302 of the amendment and sec. 1348 of
the Code)

Present law
Under existing law, the maximum marginal tax rate on taxable

income from personal services is limited to 50 percent. For this pur-
pose, income from personal services (in the past this was referred tQ as
"earned income") includes wages, salaries, professional fees or com-
pensation for personal services (including royalty payments to au-
thors or inventors) and, for an individual engaged in a trade or
business where both personal services and capital are material income-
producing factors, a reasonable amount (not to exceed 30 percent) of
his share of the net profits from the business. Personal service income
for this purpose does not include deferred compensation, penalty
distributions from owner-employee plans, lump-sum distributions
from pension plans or distributions fiom employee annuity Ph-

The amount of personal service income eligible for the 50-r t
maximum tax is reduced in three ways. First, it is reduced by trai
or business deductions allowable under section 62 (which excludes
most trade or business deductions of employees) properly allocable to
personal service income. Second, it is reduced by a pro rata share
of deductions from adjusted gross income'used in computing tgx4Ae
income (including all itemized deductions, the standard deduction
and the deduction for personal exemptions). Third, it is reduced.



the taxpayer's items of tax preference (as defined under the minimum
tax) or the average of the taxpayer's tax preferences over the current
year and the four preceding years, whichever is greater, in excess of
30,000.
For married couples, the maximum tax only applies if they file

a joint return, and taxpayers cannot use the maximum tax if they
use income averaging.

Reagon for change
The committee believes that many of the problems of our tax

system result from the high nominal tax rates in the upper brackets.
The government collects relatively little tax from the brackets above
50 percent; indeed, limiting the top bracket rate to 50 percent for all
income would only reduce revenues by about $2 billion. Yet the ex-
istence of the high tax brackets discourages saving by high-income
people and encourages them to find ways to shelter their income tax,
which in turn tends to undermine the whole voluntary system of self-
assessment underlying our tax system. Moreover, the search for tax-
avoidance devices often absorbs energy and talent that could better be
used elsewhere in the economy.

In 1969, Congress enacted a 50-percent maximum marginal tax
rate on what is now called personal service income. This provision
was intended to serve two purposes-to encourage work effort and
to discourage use of tax preferences. The latter purpose was intended
to be achieved in two ways: by the limit on the maximum marginal
tax rate on personal service income to 50 percent, which is the tax
bracket at which it begins to be worthwhile for taxpayers to invest in
tax shelters, and by the so-called "preference offset," whereby tax
preferences directly raise the tax rate on earned income by reducing
the portion of personal service income eligible for the 50 percent
maximum rate.

Unfortunately, the maximum tax has not been as effective in dis-
couraging use of tax preferences as was expected in 1969. This lack
of success is a result of several characteristics of the existing maxi-
mum tax. First, personal service income is "stacked" below other in-
come in computing what income is taxed at the bottom brackets. Thus,
for a married couple filing a joint return, personal service taxable
income must be over $52,000 before there is any benefit at all from the
maximum tax, and it must be over $200,000 before the 70-percent
bracket is reached and the maximum benefit is derived from the maxi-
mum tax. Many people with a substantial amount of personal service
income have significant amounts of investment income, and often this
makes the maximum tax for these persons less important. As a result
in their case there still remains an incentive to shelter income from
tax. Second, the "preference offset" is rendered ineffective by the
$30,000 exemption and the failure to include enough preferences in
the base.

The committee amendment makes changes in the maximum tax
which will make it an effective deterrent to the use of tax shelters for
many taxpayers and will reduce the adverse economic effects of the
existing high rate brackets. These changes are also equitable because
they reduce the tax burden for a group that is paying more than its
fair share.



ExpZanation of provision
The committee amendment expands the definition of income eligible

for the 50-percent maximum marginal tax rate to include a limited
amount of net investment income. For this purpose, investment in-
come is defined as all income other than personal services incomes,
other than certain types of pension income specifically excluded
from the definition of personal services income and other than long-
term capital gains (in excess of short-term capital losses). Net invest-
ment income equals investment income less any trade or business de-
ductions (under sec. 62) properly allocable to investment income. The
amount of net investment income eligible for the maximum rate is
limited to the lesser of (a) $100,000 or (b) personal service net income.

As under present law, income eligible for the maximum rate is re-
duced by a pro rata share of deductions from adjusted gross income
used in computing taxable income.

The committee amendment also provides that the definition of per-
,onal service income eligible for the maximum tax includes pensions or
annuities and deferred compensation. However, lump-sum distribu-
tions and penalty distributions are ineligible for the maximum tax.
Personal service net income equals this broadened amount of personal
service income less section 62 deductions Properly allocable to this in-
come and less all of the taxpayer's items of tax preference.

The committee amendment modifies the preference offset by elimi-
nating the $30,000 exemption. Also, it eliminates the alternative pref-
erence offset of a 5-year average of preferences, which is no longer
necessary with repeal of the exemption. The list of tax preferences is
changed to include the same items that are in the base of the minimum
tax for individuals. These changes should make the preference offset
a strong deterrent to the use of tax preferences.

As an example of how this new maximum tax will work, consider
an individual with a salary of $200,000, dividends of $50,000, a long-
term capital gain of $50,000, and deductions of $30,000. Under existing
law, adjusted gross income is $275,000 and taxable income is $245,000.
There is no preference offset under the maximum tax because the
$25,000 excluded part of the capital gain is less than the $30,000 ex-
emption. Earned net income elibigle for the maximum tax is $200,000;
and earned taxable income (i.e., earned net income reduced by the
earned income's pro rate share of the $30,000 deductions) in $178,-
181.80. The tax benefit from the maximum tax for a married couple
filing a joint return is $13,792.

Under the committee amendment, personal services income eligibe
for the maximum tax would be $175,000 and eligible investment in-
come would be $50,000. a total of $225,000. The reduction for this in-
comes' pro rata share of deductions would reduce taxable income eligi-
ble for the maximum tax to $200,454.50. The tax benefit from the
maximum tax would be $19,011.

Effective date
The changes in the maximum tax are to apply to taxable years

beginning after December 31, 1976.

Revenue effect
This provision will reduce budget receipts by $49 million in fiscal

year 1977, $333 million in fiscal year 1978, and $577 million in fiscal
year 1981.



M. EXTENSION OF INDIVIDUAL INCOME TAX
REDUCTONS

(Sec 401-402 of the Bill and Sees. 42,43, and 141 of the Code)

Present law
The Revenue Adjustment Act of 1975 (P.L. 94-164) enacted three

individual income tax cuts for the first six months of 1976. These were
an increase in the standard deduction, a general per person tax credit
and an earned income credit.

Prior to the 1975 tax reduction, the minimum standard deduction
(or low-income allowance) was $1,300. The Tax Reduction Act of
1975 (P.L. 94-12) increased it to $1,600 for single returns and to
$1,900 for joint returns for the year 1975. The tax reduction in the
Revenue Adjustment Act of 1975, on a full-year basis, would increase
the minimum standard deduction to $1,700 for single returns and to
$2,100 for joint returns.

The percentage standard deduction was 15 percent prior to 1975.
The Tax Reduction Act of 1975 and the Revenue Adjustment Act in-
creased it to 16 percent for the years 1975 and 1976, respectively.

The maximum standard deduction was $2,000 before 1975. The Tax
Reduction Act of 1975 increased it to $2,300 for single returns and to
$2,600 for joint returns for 1975. On a full-year basis, the Revenue
Adjustment Act of 1975 would increase it to $2,400 for single returns
and to $2,800 for joint returns for 1976.

The Tax Reduction Act of 1975 also provided a nonrefundable credit
of $30 for each taxpayer and dependent for 1975. The Revenue Adjust-
ment Act of 1975, on a full-year basis, would increase this credit to the
greater of $35 per capita or 2 percent of the first $9,000 of taxable
income.

In addition, the Tax Reduction Act of 1975 included a refundable
tax credit equal to 10 percent of the first $4,000 of earned income,
phased out as adjusted gross income rises from 4,000 to $8,000. This
earned income credit applies only to families who maintain a house-
hold for at least one dependent child for whom they are entitled to
claim a personal exemption. The earned income credit was extended
for the first six months of 1976 in the Revenue Adjustment Act of 1975.
Also, the credit for 1975 was modified to provide that it be disregarded
in determining eligibility for, or benefits under, Federal or federally-
assisted aid programs, as long as the individual is a recipient of bene-
fits under the program in the month before he receives his tax refund
under the earned income credit.

The Tax Reduction Act of 1975 provided that the changes in the
standard deduction and the general tax credit be reflected in lower
withheld and estimated taxes for the last eight months of 1975. The
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Revenue Adjustment Act of 1975 extended those same withholding
rates and estimated tax requirements through June 30, 1976.

The Revenue Adjustment Act of 1975 reduced taxes only for the first
half of 1976. This was achieved by enacting a reduction in tax liability
approximately equal to one-half of the full-year reduction described
above and by providing that this tax cut be entirely reflected in lower
withheld and estimated tax payments in the first six months of 1976.1

Unless there is an extension of the tax cuts for the rest of 1976, it is
the half-year version of the tax reduction that will apply for 1976, and
withholding rates will rise on July 1, 1976, to the rates that prevailed
before the 1975 tax cuts.

Reasons for change
Without new legislation, income tax withholding rates will rise

by $13 billion on July 1, 1976. The committee believes that economic
conditions do not warrant this tax increase. While the recovery from
the 1974-75 recession has proceeded far enough that we have now
reached the level of output that existed prior to the recession pt the
end of 1973, there is still a large gap between what the economy ia
capable of producing and what it actually produces. The unemploy-
ment rate was 7.3 percent for May 1976, compared to its pre-recession
level of less than 5 percent, and capacity utilization in manufacturing
is only 72 percent, compared to 83 percent in 1973.

An extension of the expiring 1975 income tax cuts at least throughthe next 12 months, through the first half of 1977, is needed to permit
a continuation of the current economic recovery. This extension does
not provide any new fiscal stimulus to the economy; it only preventsthe withdrawal of existing stimulus. In early 1977, the committee plans
to review the economic situation to see if a further income tax cut
extension is appropriate.

The tax cuts also serve purposes other than economic stimulus. Theincrease in the standard deduction represents a major simplification
of the tax law because it will encourage taxpayers who file over 9 mil-
lion tax returns to switch from itemizing their deduction to using thestandard deduction. Also, the increase in the standard deduction
creates greater equity between users of the standard deduction and
itemizers, since itemized deductions have risen in recent years as a re-sult of inflation while there has been no comparable increase allowed
in the standard deduction. For these reasons, the committee believesthe increases in the standard deduction should be made permanent.

The income tax cuts also will raise the income level at which peoplebegin to pay income taxes (the tax threshold) above the current
. For the minimum standard deduction the half-year tax cut for 1976 involves anincrease from $1,300 to $1,500 for single returns and to $1,700 for Joint returns (comparedwith increases to $1,700 and $2,100 reopectively in the full-year version of the tax cuts).The m uiom standard deduction wo ncreage in the half-year version from #$2000 to$2,250 for aingi rreurn and to $2,400 for joint returns (compared with increases to$2,400 and $2,800 respectively in the full-year version). The percentage standard dedu-tion woo increased from i5 percent to 16 percent in the half-year version, which is the samelevel as in the full-year vecsion.
gor the cenerai per person tax credit, the half-year variant is a credit equal to thegreaer of $17.00 per capita or one percent of the initil 9,000 of thpaedwiha rei eua o heit c. ._ $ On oftxable income (corn-Pared with a credit eqa to the greater of $32 per capita or 2 percent of the first $9,060of taxohile icminthe full yearveao,For the earned income credit the he-'year version is 5 reearnings (compared with a 10 'percent rate an the f e enth the stam inco ve

phaseout as mentioned above. R with the same Income



poverty level If taxes were allowed to rise on June 30, the income tax
threshold would fall substantially below the poverty level. This is
shown in Table 1, which compares the poverty level in 1976 with the
income tax threshold with and without the tax cuts. If the tax cuts
expire, the poverty level will be $1,550 above the threshold for a
family of four, which means that such a family could be liable for a
Federal income tax burden as high as $222.

TABLE 1.-POVERTY LEVELS AND FEDERAL INCOME TAX THRESHOLDS, 1976

Income tax threshold

1976 poverty Without tax With tax
level cuts I cuts 3

Family size:
I ----------------- $2,970 2,050 $2,70D

------------ 3,840 20 4,100
3 -------------- 4,9570 3, 50 51004~~~~~~~~~ ~~~~ .... .. . . .. . . . . . . . . . . .. . . . . ... . . 5 850 4, 300 ,1005 ---------------------------------------------------- 6,900 5, 050 7, 08

6 -------------------------------------------- 7, 770 5,00 , 067

I personal exemption of $750 and minimum standard deduction xf $9,306.
3 Personal exemption 5 $700, minimum standard deduction of $1,700 for single returns and $2,100 for joint returns, end

$35 ta credit Ror each taxpayer and dependent.

The committee also decided to make the earned income credit a per-
manent feature of the personal income tax. This provides needed tax
lIief to a hard-pressed group in the population-the lower income

worker. It also provides a strong work incentive, since the credit is
based on the amount of earned income. In effect, it offsets the social
security payroll taxes payable with respect to those who are working
but whose incomes are slightly, if any, above the levels of those on wel-
fare. This is designed to improve the financial position of those who
work relative to those remaining on welfare.

Explanation of provkioo
The committee amendment makes permanent the full-year increases

in the standard deduction provided by the Revenue Adjustment Act of
1975. The amendment increases the minimum standard deduction
from $1P,00 to $1,700 for single returns and to $2,100 for joint returns,
and increases the percentage standard deduction from 15 percent to
16 percent. The amendment also raises the maximum standard deduc-
tion from $2,000 to $2,400 for single returns and $2,800 for joint
returns. For this purpose, the reference to joint returns is intended to
include returns of surviving spouses who are entitled to use the rate
schedule applicable to married couples who file joint returns. Similar-
ly, the reference to single returns is intended to include heads of house-
holds. For married couples who file separate returns, the minimum
standard deduction is raised from $650 to $1,050, and the maximum
standard deduction is raised from $1,000 to $1,400.

The House bill would have made permanent the somewhat smaller
increases in the standard deduction enacted for 1975 in the Tax Reduc-
tion Act of 1975.

The committee amendment also makes permanent the earned income
credit. This is a refundable tax credit equal to 10 percent of the first



$4,000 of earnings, phased out as adjusted gross income rises from
$4,000 to $8,000. It is available only for those who maintain a house-
hold for -a dependent child, as under present law. The amendment also
provides that the refunds resulting from this credit should be dis-
regarded in determining eligibility for or benefits under Federal or
Federally-assisted aid programs in the case of people who are recipi-
ents of benefits under the program in the month before they receive
their refund. A similar provision is in the law applying to the 1975
credit. Also, the amendment eliminates the requirement that a
parent must be entitled to a personal exemption for at least one child
in order to claim the earned income credit. Instead, there is a require-
ment that the parent simply maintain a household for a child who is
either under 19 or a student.

The House bill did not include an extension of the earned income
credit, but did contain a disregard provision for the 1975 credit similar
to the one in the committee amendment.

The committee amendment also extends the general per person tax
credit until June 30,1977. For 1976, this involves enacting the full-year
version of the credit for 1976 in place of the half-year version of the
credit in the Revenue Adjustment Act of 1975.1 This credit is the
greater of $35 per taxpayer and dependent or 2 percent of the first

,000 of taxable income. To provide a half-year extension of the credit
for 1977, the committee amendment includes a credit for that year
equal to the greater of $17.50 per taxpayer and dependent or one
percent of the first $9,000 of taxable income.

The House bill would have included a tax credit of 2 percent of the
first $12,000 of taxable income, applying only to 1976.

The committee amendment also requires the Internal Revenue
Service to continue until June 30, 1977, to use the withholding rates
in effect since the enactment of the Tax Reduction Act of 1975. Decla-
rations of estimated tax payments in 1977, insofar as they relates to
payments made in the first half of the year, are to be made on the
assumption that the provisions in effect for the first half-of the year
continue in effect for the entire year. After June 30, 1977 (if no change
is made in subsequent action by Congress), the Service is to issue new
withholding tables that are the same as the pre-1975 tables except to
reflect the changes in the standard deduction made by the committee
amendment.

The committee amendment also permanently raises the income tax
filing requirement to reflect the increases in the minimum standard
deduction.

Effective date
The changes in the standard deduction and the earned income

credit apply to taxable years ending after December 31, 1975. The
full-year version of the general per person tax credit applies to taxable
years ending after December 31,1975, and before January 1, 1977. The
half-year variant of the per person credit applies to taxable years
ending after December 31, 1976, and before January 1, 1978.

2 The greater of $17.50 per taxpayer and dependent or one percent of the anrt $9,000 of
taxable income.
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Revenue effect
The changes in the standard deduction will reduce tax liability by

$2.2 billion in calendar year 1976 and $4.1 billion in 1977. The general
per person tax credit involves a revenue loss of $4.6 billion in 1976
and $5.0 billion in 1977. The earned income credit involves a revenue
reduction of $1.8 billion in 1977.

The extension of the individual tax cuts provided in the committee
amendment will reduce income tax receipts in fiscal year 1977 by $12.5
billion, of which $4.1 billion is attributable to the standard deduction,
$7.6 billion to the general per person credit, and $0.7 billion to the
earned income credit.



E. TAX SIMPLIFICATION IN THE INDIVIDUAL
INCOME TAX

1. Revision of Tax Tables for Individuals (see. 501 of the bill
and sees. 3, 4, 36, 144, 1211, 1304 and 6014 of the Code)

Present law
Under present law, a taxpayer whose adjusted gross income is under

$10,000 ($15,000 for 1975 only) and who takes the standard deduction
is required to use the optional tax tables. These tables have AGI brack-
ets as horizontal row designations; marital status and number of
exemptions as vertical column headings; and the amount of tax in the
resulting cell. A taxpayer whose income is greater than $10,000 ($15,-
000 for 1975 only) or who itemizes his deductions must compute his
tax using the tax rates.

Reasons for change
The optional tax table set-up which provides a different table for

each number of exemptions claimed by the taxpayer just to cover up to
$10,000 of AGI has resulted in 6 pages of fine print, representing 12
optional tax tables in the instructions accompanying the income tax
return. The 1975 tables extending up to $15,000 of AGI cover 10 pages
in the instructions. In addition, a separate publication is required
for taxpayers claiming 13 or more exemptions. This system has been
a considerable source of taxpayer error since taxpayers are not always
sure which table to use or, because of the necessarily small size of the
print, which is the proper tax figure to enter on their return. In the
interest of taxpayer compliance and simplification of the instructions
as well as increased accuracy in the determination of the proper tax
by taxpayers, the committee believes it is desirable to eliminate the
existing optional tax table system and to adopt a table based on
taxable income. This should make it possible to print the tax table on
two pages.

Explanation of provision
The committee amendment revises the existing optional tax tables

by providing that taxpayers with taxable incomes of $20000 or less
are to use a tax table based on taxable income which is to be prescribed
by the Secretary of the Treasury on the basis of the existing tax rates.
This table is to be used by individuals, estates, and trusts. The House
bill provision is identical to the committee amendment.

In constructing such a taxable income table, the Secretary has the
authority to design a bracket system analogous to that in the existing
optional tax table. In order to limit the taxable income bracket table to
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two pages and to have the tax table run to $20,000 of taxable income,
the tax liability of an individual may have to be several dollars higher
at the bottom of one bracket than at the top of the next lower bracket.
(This is presently the case with the existing optional tax table.) How-
ever, the amount involved is only a small portion of the existing tax.
This change is necessary to achieve the simplification and taxpayer
accuracy that is generally believed to be desirable.

In order to use the tax table, the taxpayer must subtract from his
adjusted gross ,income the amount of his personal exemptions and
itemized deductions or standard deduction (either percentage or mini-
mum standard deduction). This will entail additional computations
for some taxpayers but should, on balance, result in improved tax-
payer compliance and greater accuracy than is achieved under the
existing system. (It is estimated that over 90 percent of taxpayers will
use the new tables.)

In the case of a taxpayer with a short taxable year, the taxpayer still
is to annualize his income as he does under section 443 (b).

Effective date
This provision applies to taxable years beginning after December 31.

1975.
* RPevenue ejfect
This provision will not have any revenue effect.

:L$50 Floor on Individual Deduction of State and Local Taxes
on Gasoline (sec. 502 of the bill and sec. 164 of the Code)

Present law
' Under ~resent Iaw, a tdtpaTer who itemizes his deductions may

deduct State and local taxes paid by him for the purchase of gasoline,
diesel fuel, and other motor fuels. In practice, the amount of this
deduction may be computed either from a record of taxes actually paid
by the taxpayer on his gasoline or the amount provided in the gaso-
line tax tables provided by the Internal Revenue Service. these tables
are based on a taxpayer's calculation of the mileage he drove during
the year, the size of his car -and the gasoline tax rates in each State.

Reasons for change
The committee believes that the gasoline tax deduction involves

complications disproportionate to any benefit for most taxpayers.
Not only is there much guessing in the gasoline tax calculation but
the amount of tax savings for the average taxpayer is generally small.
(For example, where a taxpayer and his family drove as much as
20,000 nonbusiness miles in a year, the tax saving would be only about
$25 in most States if the taxpayer is in the 25-percent bracket.)

In addition, State and local gasoline taxes, like the nondeductible
Federal gasoline tax, can be viewed essentially as charges by a State
for the use'of its highways. Therefore, they seem more like a personal
expense for automobile travel (such -as tolls) than a tax. Deducti-
bility in this sense is inconsistent with the user charge character of



the tax in that it serves to shift part of the cost from the highway
user to the general taxpayer. The tax can be a burden, however, for
taxpayers who have significant commuting distances. Balaning these
considerations, the committee concluded that only those payments for
State and local gasoline taxes which constitute significant amounts
should be deductible. As a result, the committee believes it is appro-
priate to limit the deduction to amounts in excess of $50. Moreover
limiting the deduction to amounts in excess of $50 will cause many
taxpayers to switch to the standard deduction, thereby simplifying
tax administration.

Ea.planation of provision
The committee amendment places a $50 floor on the deduction for

State and local taxes paid by a taxpayer for the purchase of gasoline,
diesel fuel and other motor fuels for nonbusiness use. (The business
expense deduction for gasoline, etc., including the tax, still remains
available). Thus, only Amounts paid for such gasoline taxes in excess
of $50 per year wilibe deductible. The House bill did not contain
a comparable provision.

Effective date
This provision applies to taxable years beginning after December 31,

1975.
Revenue effect

This provision will increase budget receipts by $285 million in fiscal
year 1977, $287 million in fiscal year 1978, And $343 million in fiscal
year 1981.

3. Alimony Payments (sec. 503 of the bill and sect 2 and 3462(m)
(2) of the Code)

Present law
Under present law, a deduction for alimony may be taken as

an itemized deduction from adjusted gross income in the year paid in
arriving at taxable income. The recipient of alimony must include such
payments in his or her income and pay tax on them. Payments for the
support of a spouse which are not required by a divorce or separation
agreement and payments for the support of children are considered
normal living expenditures on the part of a taxpayer. Such expendi-
tures are not deductible and are not included in the income of thq
recipients.

Reasons for change
The committee believes that the splitting of income or assignment

of income through the payment of alimony is not properly treated
under current law which permits only sn itemized deduction for ali-
mony. Instead, the committee believes it is more appropriate to take
the payment of alimony into 'account as a deduction in arriving at
adjusted gross income, rather than as itemized deductions which are



generally limited to personal expenses. As a deduction from gross in-
come, the alimony deduction would be available to taxpayers who elect
the standard deduction as well as to those taxpayers who elect to item-
ize their deductions.,

Explanation of provision
The committee amendment takes the payment of alimony into ac-

count in determining adjusted gross income, in the same manner
provided in the House bill.

The committee amendment moves the deduction of alimony pay-
ments from an itemized deduction to a deduction from gross income
to arrive at adjusted gross income (sec. 62). The amendment also
makes a conforming change in the section providing a withholding
allowance for itemized deductions (sec. 3402 (in) (2)). This change
includes the deduction for alimony as one of the deductions taken into
account for determining withholding allowances in order to avoid
overwithholding. Previously such allowances, which are based on esti-
mated itemized deductions, could not take alimony into account.

Effective date
This provision is to apply to taxable years beginning after Decem-

ber 31, 1976.

Revenue effect
This provision will reduce budget receipts by $7 million in fiscal

year 1977, $44 million in fiscal year 1978, and $59 million in fiscal
year 1981.

4. Retirement Income Credit (see. 504 of the amendment and see.
37 of the Code)

Present law
Under present law, individuals who are 65 years of age or over may

receive a tax credit based on the first $1,524 of retirement income. The
credit is 15 percent of this retirement income. Each spouse who is 65
or over may compute his tax credit on up to $1,524 of his own retire-
ment income (whether the couple files separate or joint returns). Alter-
natively, spouses 65 or over who file joint returns may compute their
credit on up to $2,286 of retirement income (one and one-half times
$1,524) even though one spouse received the entire amount of the
retirement income.

To be eligible for the credit an individual must have received more
than $600 of earned income in each of the prior 10 years. (A widow or
widower whose spouse had received such earned income is considered
to have met this earned income test).

Retirement income, for purposes of this credit, includes taxable
pensions and annuities, interest, rents, dividends, and interest on Gov-
ernment, bonds issued especially for the self-employed setting aside
amounts under "H.R. 10" retirement-type plans.
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The maximum amount of retirement income which an individual
may claim ($1,524, or $2,286 for certain married couples) must be
reduced by two broad categories of receipts. First, it must be reduced
on a dollar-for-dollar basis by the amount of social security, railroad
retirement, or other exempt pension income received by the taxpayer.
Second, the maximum amount of retirement income eligible for the
credit is further reduced by one-half of the annual amount of earned
income over $1,200 and under $1,700 and -by the entire amount of
earned income in excess of $1,700. This reduction for earned income
does not apply to individuals who have reached age 72.

Individuals under age 65 also are eligible for tax credits for retire-
ment income but only with respect to pensions received under a public
retirement system. Only income from a pension, annuity, retirement,
or similar fund or system established by the United States, a State,
or a local government, qualifies under this provision. This restriction
of retirement income for purposes of the credit to income from a public
retirement system applies only until the individual reaches the age of
65; thereafter he is entitled to take the credit on the same basis as
other individuals who have reached that age.

Reasons for change
There is a need to redesign the present retirement income credit

for several basic reasons. One reason is that the credit needs updating.
Most of the features of the present credit have not been revised since
1962 when the maximum level of income on which the credit is com-
uted was set and when the current earnings limits were established.'
ince then, there have been numerous revisions of the social security

law which substantially liberalized the social security benefits. As a
result, the present maximum amount of income eligible for the credit
is considerably below the average annual social security primary bene-
fit received by a retired worker and the average social security primary
and supplementary benefit that could be received by a retired worker
and spouse (one and one-half times the primary benefit).

In addition, the complexity of the present retirement income credit

prevents it from providing the full measure of relief it was intended
to grant to elderly people. This complexity stems from an attempt to
pattern the credit after the social security law. For example, to claim
the credit on his tax return, a taxpayer must show that he has met the
test of earning $600 a year for 10 years; he must also segregate his
retirement income from his other income3 he must reduce the maxi-
mum amount of retirement income eligible for the credit by the
amount of his social security income and by specified portions of his
earned income under the work test; a credit of one-half times the basic
credit is available for a man and his wife; and a credit is nienfloble

1 One other feature of the credit was adopted In the 1964 Revenue Act. This povilslon
allowed spouses 65 and over who te Joint returns to claim a credit on up to 32,286 6f
retirement income (one and one-half times the $1,524 maimum hse for single people)
even if one spouse receives the entire amount of the married couple's retirement nomie.



for each spouse separately if each spouse independently meets the
eliibility tests.

The purpose of all these provisions is to treat taxpayers who re-
ceive little or no social security benefits on as equal a basis as possible
with those who get tax-exempt social security benefits. However, the
result has been to impose severe compliance burdens on large numbers
of elderly people, many of whom are not skillful in filing tax returns.
Such individuals must now compute their retirement income credit on
a separate schedule, which occupies a full page in the tax return
packet, with 19 separate items, some of which involve computations
in three separate columns (see the form shown below). It is these com-
plexities which undoubtedly account for the fact that some of the
organizations representing retired people have estimated that as many
as one-half of all elderly individuals eligible to use the retirement
income credit do not claim this credit on their tax returns.

,.The present retirement income credit discriminates among indi-
4iduals depending on the source of their income. As indicated above,
the credit is available only to those with retirement income--that is,
some form of investment or pension income. Elderly individuals who
mst support themselves by earning modest amounts and who have
no investment or pension income are not eligible for any relief under
the present credit. This has given rise to considerable criticism as tothe fairness of t ax law many elderly individuals who rely entirely

on earned income maintain that they should be allowed the same retire-
ment come credit as those who live on investment income. Under the
present'eredit, elderly people who rely entirely on earned income are
required:to pay substantially higher taxes than individuals who are
comparable in every respect except that they have significantly larger
incomes which come from investments. Another criticism is that higher
taxes on earnings than on retirement income serve as a disincentive to
work.

A further problem with present law is that it discriminates among
taxpayers under age 65 depending on whether they retired from pub-
lic employment or private employment because the retirement income
credit is available for individuals under age 65 only with respect to
pensions received under a public retirement system. As a practical
matter, 'the earnings cut back (the maximum amount of the
credit is reduced dolar-for-dollar for income in excess of $600
a year) makes the provision worth little or nothing for many public
employees who retire early because they tend to take other jobs, fre-
quently on a part-time basis. Thus, it is possible to completely elim-
inate the existing retirement income credit and its associated com-
plexity and do away with the existing form (Schedule R, as shown
below) with a relatively small adverse impact on taxpayers. The
complexity that would result from having two systems, one for those
under age 65 and the other for those age 65 or over on ioint returns
when' one spouse is under age 65 and a public retiree and the other is
age 65 or over, is also avoided.
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Ex~planation of rnnigion
The committee amendment first updates the maximum base for the

credit to $2500 for single persons age 65 or over and $3,750 for a joint
return with both spouses age 65 or over (when the provision is fully
effective). Then it restructures the credit, eliminating the parallel
with the social security treatment, and making it available for earned
income as well as retirement income. Since the credit is no longer
limited to retirement income, the credit has been renamed the "credit
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for the elderly". To focus relief on low- and middle-income taxpayers,
in view of the broadening of the credit, the maximum amounts of the
base for the credit are reduced by one-half of adjusted gross income
in excess of $7,500 a year for a single person and over $10,000 for joint
returns with both spouses age 65 or over.

The committee amendment phases in the increase of the maximum
base for the credit, raising it to $2,000 in 1976 and $2,500 in 1977 for
elderly single persons and to $3,000 and $3,750, respectively, for joint
returns with both spouses age 65 or over. The amendment also elim-
inates the present retirement income credit for public employees under
age 65.

The House bill is the same as the committee amendment except that
the House bill does not phase in the irtcrease in the base for the credit
(it made the increase fully applicable for 1976), and the House bill
does not eliminate the retirement income credit for public retirees
under age 65.

More specifically, the credit for the elderly provided by the commit-
tee amendment liberalizes the retirement income credit available under
present law for those age 65 and over in four respects. First, the amount
of income with respect to which the 15-percent credit may be claimed is
increased to $2,500 for a single person and for a married couple filing
jointly if only one spouse is 65 or over, and to $3,750 in the case of a
married couple filing a joint return where both are 65 or over (when
fully effective).

Second, all types of income, including earned income, are to he
eligible for the credit. Third, the maximum amounts on which the
credit is based are reduced by one-half of adjusted gross income in
excess of $7,500 for a single person and $10,000 for a married couple
filing a joint return ($5,000 for a married individual filing a separate
return). The separate computation of the retirement income credit
available to each spouse on a joint return under present law is elimi-
nated and the new elderly credit is made available on the basis of the
couple's combined income. Correspondingly, the maximum base for
the credit is reduced by the total social security income received by
either spouse. Because of the cutback based on the couple's combined
income, the credit is available to married couples only if they file a
joint return, except in the case of a husband and wife who live apart
at all times during the taxable year, which is a "nonle'al" separation
and indicates that filing a joint return might not be possible.

For such returns, the credit is to he available without regard to
State community property laws. Otherwise, the spouse who did not
receive social security income would have the maximum base for
the credit reduced by one-half of such income received by the other
spouse. The fat that a separate return was filed under these conditions
implies that the social security income was probably not actually
shared with the spouse who did not receive it initially. This rule will
complicate the instructions, but will avoid an inequity that would
otherwise result.

Fourth, the credit is to be available regardless of whether the indi-
vidual has had work experience (i.e., has received earned income)
in prior years.

Under the amendment the amount with respect to which the 15-
percent credit may be claimed (referred to as the "section 37 amount")
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may not exceed a maximum amount (referred to as the "initial
amount") of $2,500 in the case of a single individual age 65 or over
or a married couple filing a joint return where only one spouse is age
65 or over. In the case of a married couple filing a joint return where
both spouses are age 65 or over, the maximum amount is $3,750, and
if a married individual age 65 or over files a separate return the maxi-
mum amount is $1,875. (As under present law, the age of an individual
is to be determined as of the close of the taxable year in question.)
This credit is to be available whether or not the individual (or his
spouse in the case of a joint return) has received $600 of earned in-
come in each of ten prior years.

The maximum amount is to be reduced by amounts received by the
individual (and by his spouse in the case of a married couple filing
a joint return) as a pension or annuity under the Social Security Act,
the Railroad Retirement Acts, or as a pension or annuity which is
otherwise excluded from gross income.

An example of the type of simplified tax credit form for taxpayers
age 65 and over which these changes make possible is shown below..
This form is less than one-third as long as the present form and in-
volves only one column instead of three. It requires the taxpayer to
select the appropriate amount on which to compute the credit and to'
deduct from this amount his social security or certain other tax-exempt
income. It also requires the taxpayer to deduct adjusted gross income
above specified levels. The credit is computed at a 15-percent rate on
the balance, and this is then entered on the basic income tax form 1040
as a tax credit.

SCHEDULE R.--redit for taxpayer age 65 or over

MAXIMUM AMOUNTS FOR CREDIT COMPUTATION 

Th=e your mostmamount for seeds$

If you are: (check one box): moutatmis-
] Single ---------------------------------------------------- $2,500o Married filing jointly and only one spouse is 65 or over ----------- 2, 500
[] Married filing jointly, both age 65 or over ---------------------- 3, 750
o Married filing a separate return and age 65 or over -------------- 1, 875

1. Enter (from above) your maximum amount for credit computation...

2. Amounts received as pensions or annuities under the Social Securit'
Act, the Railroad Retirement Acts (but not supplemental annul
ties) and certain other exclusions from gross income ......

3. Adjusted gross income reduction. Enter one-half of adjusted gross
income (line 15 form 1040) in excess of $7,500 if single; $10,000 if
married filing jointly; or $5,000 married filing separately -------

4. Total of lines 2 and 3

5. Balance (subtract line 4 from line 1) ; if more than zero complete
this form; if zero or less, do not file this form .................. e__

6. Amount of credit; enter (here and on form 1040, line 49) 15 percent
of line 5 but not more than the total income tax on form 1040,
line 16

'When fully effective.



Since the magmum: amounts of the base for the credit are reduced
t one-half of the adjusted gross income in excess of $7,500 for a
single person and $10,000 for a married couple filing a joint return
($5,000 for a married taxpayer filing a separate return), for a single
person the credit would no longer be available when his adjusted
gross income reaches $12,500 ($7,500 plus two times $2,500). For a
joint return, the credit would be available up to an income level of
$15,000 it only one spouse is age 65 or over and up to $17,500 if both
spouses are age 65 or over (when fully effective).

The most significant extension of the credit provided by the com-
mittee is that it will for the first time benefit low-income earners
age 65 or over regardless of whether they receive retirement income
or earned income. In conjunction" with the minimum standard de-
duction of $1,700 for single prsons and $2,100 for joint returns and
the ,$85 per capita tax credit, the credit for the elderly will permit
a ingle elderly person to receive approximately $5,700 of earned in-
come or pension income subject to tax before becoming taxable.' For
a joint return with both spouses age 65 or over, the tax-free income
level will be almost $9,200 (again when fully effective in both cases).

The change in the retirement income credit to a tax credit for the
elderly and the increase in the base for the credit will increase the
number of returns with at least one taxpayer age 65 or over bene-
fiting from about 400 thousand to about 2.4 million.

As under present law, the committee amendment provides that the
credit for the elderly may not exceed the individual's (or the married
couple's, in the case of a joint return) tax for the year. For this purpose,
however, the bill provides that the credit for the elderly is to be taken
before the foreign tax credit. In other words, the tax for the year is to
be computed before reduction for the foreign tax credit. A correlative
change is made by the amendment in the limitation on the foreign tax
credit to reflect this reordering of the priority of these two credits.
Thus, the limitation on the foreign tax credit is to be computed with
respect to the tax for the year after reduction for the retirement income
credit.

In addition, the credit for the elderly is available to nonresident
aliens who are married to citizens or residents of the United States
who agree to make records of their combined income available for
inspection to the IRS (i.e., those nonresident aliens treated as resi-
dents by section 1012 of the committee amendment).

Effective date
The change in the structure of the credit and the elimination of the

credit for public retirees under age 65 are to apply to taxable years
beginning after December 31, 1975, as is the first stage of the increase
in the maximum base for the credit. The second increase in the maxi-
mum base applies to taxable years beginning after December 31, 1976.

Revenue effect
This provision will reduce budget receipts by $101 million in fiscal

year 1977, $270 million iii fiscal year 1978, and $270 million in fiscal
year 1981.

' provided by the committee amendment, the $35 credit Is available only through
June 30, 1977.



5. Credit for Child Care Expenses (sec. 505 of the bill and sees.
44A, 214 and 3402(m)(2) of the Code)

Present law
Under present law, taxpayers are permitted an itemized deduction

for expenses for the care of a dependent child, incapacitated depend-
ent or spouse, or for household services when the taxpayer maintains
a household for any of these qualifying individuals. An eligible de,
pendent child must be under age 15 and the taxpayer must be ablate
claim a personal exemption for him. These expenses must be related to
employment; that is, they must be incurred to enable the taxpayer to
he gainfully employed.

Eligible expenditures are limited to a maximum of $400 a month.
Services provided for children outside the taxpayer's home are further
limited to $200 a month for one dependent, $300 for two, and $400 forthree or more. (No deduction is allowed for the care of an incapaci-
tated dependent over age 14 or spouse outside the taxpayer's home.)
The amount of the eligible expenses which may be deducted is alsoreduced by one-half of adjusted gross income in excess of $35,000 a
year. No deduction is allowed, however, for payments to relatives.To claim this deduction, a husband and wife must generally file ajoint return. Both must be employed substantially full time, that is,
three-quarters or more of the normal or customary workweek or theequivalent on the average. However, a spouse who has been deserted
for an entire year may be able to file as a single person.

In the case of a disabled dependent, the deductible. expenses are
reduced by the dependents' adjusted gross income plus disability ins
come in excess of $750.

Reasons for change
The committee believes that the availability of the child" aha dq-pendent care deduction under present law (sec. 214) is unduly re-stricted by its classification as an itemized deduction and by it4

complexity.
Treating child care expenses as itemized deductions denies anybeneficial tax recognition of such expenses to taxpayers who elect, thestandard deduction. The committee believes that such expenses should

be viewed as a cost of earning income for which all working taxpayers
may make a claim. One method for extending the allowance of childcare expenses to all taxpayers, and not just to itemizers, would be to
replace the itemized deduction with a credit against income tax liabil-ity for a percentage of qualified expenses. While deductions favor
taxpayers in the higher marginal tax brackets, a tax credit provides
more help for taxpayers in the lower brackets.

Because there is a $400 a month limit on the deduction under pres-ent law, a complex child care deduction form is necessary. The child
care allowance could be made simpler and the need for a separateform eliminated if it were computed on an annual instead of a monthly
basis. The committee also believes that additional, unnecessary com-pications result from the distinction between expenses for childrenincurred inside and outside the home and from the requirement that the
allowable deduction be reduced by the dependent's disability income.



Allowing the same amount for the expenses of caring for children
whether inside or outside the home and replacing the $200, $300 and
$400 monthly maximum deductions for such outside expenses for the
care of one, two, or three children, with annual ceilings based on one
and two or more dependents,' would further reduce the complexity
of the provision.

The rule allowing the deduction in the case of joint returns only
where both spouses work full time seems unduly restrictive. The
full-time earnings test was intended to prevent one spouse from work-
ing part time, perhaps in a nominal capacity, in order to obtain the
benefits of a deduction which could amount to $4,800 a year. The con-
mittee believes this type of abuse could be prevented by an alternative
rule limiting the allowable expenses to the earnings of the spouse with
the smaller earnings. Such a limitation would enable a married or
single taxpayer with a qualifying dependent to treat child care ex-
penses as a cost of earning income.

The committee also believes that child care expenses should be
allowed when one spouse works and the other is a fu1-time student.
The spouse attending school cannot reasonably be expected to provide
child care to enable the other spouse to work. In these circumstances,
the expenses incurred to pay for child care are, in fact, necessary for
the taxpayer to be gainfully employed.

The committee believes that the one-year waiting period before a
deserted spouse may claim child care expenses is too long and has
adopted a shorter qualifying period to mitigate hardships.

Limiting the deduction of child care expenses to parents who claim
a child as a dependent denies the deduction to a divorced or separated
parent with custody of a child, who does not supply more than half of
the child's support and cannot claim the child as a dependent, but
who may nevertheless incur child care expenses in order to work. The
committee believes that the parent who has custody of the child for
the greater period of the year should be allowed to treat the child
care expenses as a cost of earning income, provided the parent who
has custody for the shorter period does not claim such expenses.

The committee also views the bar on deducting payments to rela-
tives for the care of children as overly restrictive. Relatives generally
provide superior attention. In order to cover the child care expenses
paid to relatives and also to limit the risks of abuse (such as splitting
or transferring income by gift to relatives who are in lower brackets
Or have incomes below taxable levels) the committee has provided the
child care allowance only for those parent made to a relative who
is not the taxpayer's dependent and whose wages are subject to social
security tax.
/The committee views qualified child care expenses as a cost of earn-

ing income and believes that an income ceiling on those entitled to-the
allowance has minimal revenue impact, if the allowance is in the form
of a credit. Therefore, it considers it appropriate and feasible to elimi-
nate the income phaseout and to allow all taxpayers to claim such
expenses regardless of their income level

Eplanation of provision
The committee amendment replaces the itemized deduction for

household and dependent care expenses with a nonrefundable income
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tax credit. Taxpayers with qualified expenses may .
against tax for 20 percent of the expenses incurred (up to certain
limits) for the care of a child under age 15 or for an incapacitated
dependent or spouse, in order to enable the taxpayer to work. The
income limit of $35,000 beyond which the deduction is phased out is to
be removed. The House bill provision is almost identical to the com-
mittee amendment.

Although the amendment changes the nature of a claim for child
care expenses to a credit, it retains the basic rules for determining
qualified expenses with some modifications and extensions.

Several changes simplify the tax return by eliminating the need
for a separate child care schedule. One such change replaces the pre-
sent monthly maximum allowance for expenses for children outside
the home ($200 for one dependent, $300 for two dependents, and $400
for three dependents) with an annual credit of 20 percent of a mxi-
mum of $2,000 for one dependent and $4,000 for two or more depend-
ents, whether the expenses are for services inside or outside the home.
(No credit, however, is allowed for the expenses for the care of a
dependent over age 14 or a spouse outside the home.) With a 20-
percent credit, the maximum credit would be $400 for one dependent
and $800 for two or more.

The amendment also extends the credit to married couples, where the
husband or wife, or both, work part-time. (Presently, both are required
to work full-time.) The eligible expenses are to be limited to the
amount of earnings of the spouse earning the smaller amount, or in
the case of a single person, to his or her earnings. The deduction also
is to be made available to married couples where one is a full-time
student and the other spouse works. For purposes of the earnings
limitation, the amendment assumes that the student earns $166 a
month if there is one dependent and $333 a month if there are two
or more dependents.

The credit is available to married couples only if they file a joint
return. The credit is extended to a divorced or separated parent who
has custody of a child under age 15 even though the parent may
not be entitled to a dependency exemption for the child, provided the
parent claiming the credit has custody of the child for a longer period
during the year than the other parent. A deserted spouse is eligible
for the credit when the deserting spouse is absent for the last 6 months
of the taxable year intsead of an entire year. Finally, the requirement
that the allowable expenses be reduced by disability income received
by the dependent is eliminated.

The entire allowance of $2.000 or $4,000 a year is available to a tax- I
payer who has one or two qualifying dependents, respectively, at any
time during the course of the taxable vear. However, only those ex-
penses incurred on behalf of a qualifying individual durinj the period j
when the individual was a qualifying individual are eligible. For
example, a taxpayer whose child reaches age 15 in April would be'
eligible for the entire $2,000 limit and no prorating would be required.
However, only those expenses incurred prior to the child's fifteenth
birthday would be eligible.

The amendment repeals the disqualification of sny amounts paid to
relatives. The amendment allows a credit for child care expenses paid



to relatives who are not dependents of the taxpayer even if they are
members of the taxpayer's household, provided the relative's earnings
are subject to social security tax (that is, the relative's services consti-
tute employment within the meaning of sec. 3121 (b)). The committee
amendment is the same as the House bill in this respect except that
the committee deleted the provision in the House bill which, as one of
the conditions, requires the relative not to be a member of the tax-
payer's household in order for the credit to be available.

The amendment also makes a conforming change to allow the credit
to be considered for purposes of additional withholding allowances.
Under present law (sec. 3402(m) (2)) additional withholding allow-
ances are permitted to be claimed for itemized deductions. Changing
the child care provision from a deduction to a tax credit makes it im-
possible for an employee to avoid the overwithholding attributable to
the child care expenses. To avoid this overwithholding, the amendment
gives the Secretary of the Treasury the authority to provide withhold-
ing allowance tables which take into account tax credits to which em-
ployses are entitled. It is intended that these tables may take into
account the credit for child care expenses, the new tax credit for the
elderly, and such other tax credits as the Secretary may find appro-
priate. Because the credit for child care expenses is 20 percent of the
eligible expenses and because of the earned income limit, the tables
may be designed to reflect less than the entire amount of such expenses
for higher income taxpayers, for example, in order to make the with-
holding change closely approximate the reduction in tax liability.
(Similarly. the full amount of the tax credit for the elderly might not
be reflected in such tables, particularly where the income phaseout is
optative.)

It' is estimated that the number of returns benefiting from the child
care provision will approximately double from about 2 million to
nearly 4 million. Of the 4 million, approximately 3 million will benefit
compared to present law and about 1 million will lose relatively small
amounts because of the change from an itemized deduction to a 20-
percent credit.

Effective date
This provision is to apply to taxable years beginning after Decem-

ber 31, 1975.
Revenue effect

This revision will reduce budget receipts by $346 million in fiscal
year 1 7, $363 million in fiscal year 1978, and $483 million in fiscal
year 1981.
6. Sick Pay and Certain Military, Etc. Disability Pensions (see.

506 of the bill and sees. 104 and 105 of the Code)

a. Sick pay
Present law

Under present law, gross income does not include amounts received
under wage continuation plans when an employee is "absent from
work" on account of personal injuries or sickness. The payments that
are received when an employee is absent from work are generally
referred to as "sick pay" (under sec. 105 (d)).



The proportion of salary covered by the wage continuation pay-
ments and any hospitalization of the taxpayer determines whether or
not there is a waiting period before the exclusion applies.-If the sick
pay is more than 75 percent of the regular weekly rate, the waiting
period before the exclusion is available is 30 days whether or not the
taxpayer is hospitalized during the period. If the rate of sick pay is
75 percent or less of the regular weekly rate and the taxpayer is not
hospitalized during the period, the waiting period is 7 days. If the sick
pay is 75 percent or less of the regular weekly rate and the taxpayer
was hospitalized for at least 1 day during the period, there is no wait-
ing period and the sick pay exclusion applies immediately. In no case
may the amount of "sick pay" exceed $75 a week for the first 30 days
and $100 a week after the first 30 days. (These amounts may be doubled
on a joint return if each taxpayer is separately eligible for the maxi-
mum.)

During the period that a retired employee is entitled to the sick pay
exclusion, he may not recover any of his contributions toward any
annuity under section 72.1

Reasons for change
Section 105(d) which provides the exclusion for "sick pay" is ex-tremely complex. The provision's complexity requires a separate 28-

line tax form which is sufficiently difficult that many taxpayers must
obtain professional assistance in order to complete it and avail them-
selves of the exclusion. The committee believes that elimination of
the complexity in this area is.imperative.

In addition, the present sick pay provision causes some inequities in
the tax treatment of sick employees compared to working ones and
the treatment of lower-income taxpayers compared to those with
higher incomes. Excluding sick pay payments (received in lieu of
wages) from income when an employee is absent from work, while
taxing the same payments if made as wages while he is at work, is
not justified. A working employee generally incurs some costs of earn-
ing income not incurred by a sick employee who stays at home. The
latter may incur additional medical expenses on account of his sick-ness; but he may deduct some expenses as medical expenses if they
exceed the percentage of income limitations.

Under present law, low- and middle-income taxpayers receive on a
percentage basis less benefit from the sick pay exclusion than do tax-
payers in higher marginal tax brackets because of the progressivity of
tax rates. As a result, more than 60 percent of the benefits from thisprovision currently goes to taxpayers with adjusted gross incomes
(including sick pay) over $20,000. Taxpayers who receive no sick pay,
of course, receive no benefit at all. The committee believes that, the
exclusion allowed under section 105 should not have a regressive effect
and that the provision should be amended to direct a fairer share of its
tax benefits to low- and middle-income taxpayers.

Explanation of provision
The committee amendment repeals the present sick pay exclusion

and substitutes a maximum annual exclusion of $100 a week ($5,200 a
'Reg. see. 1.72-15 (hM and (c) (2).



year per taxpayer or up to $10,400 on a joint return) for taxpayers
uder age 65 who have retired on disability and are permanently and
totally disabled.

For purposes of this provision, the committee does not intend
the term "retired" to mean that an employee must have gone
through a formal retirement procedure, even if his employer has
one, but means that the individual (whether or not an employee) has
ceased active employment in all respects because of his disability. The
committee understands that there are situations where employers
retained employees who have become permanently disabled on their
payroll under long-term disability programs which they have either
purchased by contract for their employees or which they cover them-
selves. In these cases, the employer may continue to cover the disabled
employee under the company fringe benefit programs, such as life
and health insurance coverage. The committee believes that the new
provisions should be available in these types of situations as well as
when the employee is formally retired.

Under this amendment, permanently and totally disabled means
unable to engage in any substantial gainful activity by reason of any
medically determinable physical or mental impairment which can
be expected to result in death or which has lasted or can be expected
to last for a continuous period of not less than 12 months. The commit-
tee has indicated that it expects that proof of disability must be sub-
stantiated by the taxpayer's employer (if any) who is to certify
this status under general procedures ,approved in advance by the Inter-
nal Revenue Service. (This is to be a general set of procedural rules
set up by the Service, not advance approval for each employer.) The
Service may also issue regulations requiring the taxpayer to provide
proof from time to time that he is still disabled. (After age 65, taxpay-
ers will be eligible for the revised elderly credit.)

The maximum amount excludable is to be reduced on a dollar-for-
dollar 'basis by the taxpayer's adjusted gross income (including dis-
ability income) in excess of $15,000 (this amount applies to both joint
and single returns). Thus, if a taxpayer receives $5,200 in disability
income and $15,000 (or more) in other income which together equal
$20,20 (or more), he would not be entitled to any exclusion of his
disability payments.

In order to claim this exclusion, a taxpayer who is married at the
close of a taxable year must file a joint return with his or her spouse,
unless they have lived apart at all times during -that year.

The committee amendment provides that after a taxpayer has
reached age 65, he can begin to recover his investment in an annuity
contract (if any) by deeming the employee's investment in the con-
tract for the purpose of section 72 to be zero until the beginning of the
taxable year in which he 'attains age 65 or until the beginning of an
earlier taxable year for which the taxpayer makes an irrevocable elec-
tion not to seek the benefits of the disability income exclusion for that
year or subsequent years. This provision enables taxpayers who decide
they will not be able to claim any disability income exclusion to bene-
fit from the section 72 exclusion before age 65.

The committee amendment also provides a transitional rule allowing
persons who, before January 1, 1976, retire on disability or who were



entitled to retire on disability, and n January 1, 1976, were perma-
nently and totally disabled (though they may not have been perma-
nently and totally disabled on their retirement date) to claim a dis-
ability income exclusion if they otherwise qualify.

The new rules will apply both to civilians and to military personnel.
However, Veterans' Administration payments remain completely
exempt from tax.

The House bill provision is almost identical to the committee amend-
ment.

Effective date
This provision applies to taxable years beginning after December

31,1975.
Revenue effect

This provision will increase budget receipts by $347 million in i4eal
year 1977, $357 million in fiscal year 1978, and $450 million in fiscal
year 1981.

b. Disability -Pensions of the Military, etc.

Present law
Present law excludes from gross income amounts received as a pen-

sion, annuity, or similar allowance for personal injuries or sickness
resulting from active service in the armed forces of any country, as
well as similar amounts received by disabled members of the National
Oceanic and Atmospheric Administration (NOAA, formerly called
the Coast and Geodetic Survey), the Public Health Service, or the
Foreign Service (see. 104(a) (4)).2 In addition, payments of benefits
under any law administered by the Veterans' Administration are ex-
cludable from gross income (section 3101 (a) of Title 38 of the United
States Code). Thus, disability benefits administered by the Veterans'
Administration Are exempt from tax under present law.

Reasons for change
The committee is concerned with two somewhat conflicting aspects

of the exclusion of disability payments from gross income: on the one
hand, the abuse of the exclusion in certain instances, particularly by
retiring members of the armed forces, and on the other hand, the ex-
pectation and reliance of present members of the affected government
services, especially the armed forces, on the government benefits avail-
able to them when they entered government employment or enlisted
in or were drafted into the military.

Criticism of the exclusion of armed forces disability pensions from
income focuses on a number of eases involving the disability retire-
ment of military personnel. In many eases, armed forces personnel
have been classified as disabled for military service shortly before they
would have become eligible for retirement principally to obtain the
benefits of the special tax exclusion on the disability portion of their
retirement pay. In most of these cases the individuals, having retired
from the military, earn income from other employment while receiving
tax-free "disability" payments from the military, The committee

' Under present regulations (Reg. see. 1.105-4(a) (3) ( (a)), the por
t
ion of a disability

pension received by a retired member of the armed forces whieh is in excess of the amount
einludnhie nnder section 104(a) (4) Is excluded as sick pay, nnder a wage continuationplan subject to the limits of section 105 (d) if such pay is received before the member
reaches retirement age.
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testions the equity of allowing retired military personnel to exclude
the payments which they receive as tax-exempt disability income when
they are able to earn substantial amounts of income from civilian
work, despite disabilities such as high blood pressure, arthritis, etc.

However, in order to provide benefits to present personnel who
may have joined or continued in the government or armed services
in reliance on possible tax benefits from this provision, the committee
believes any changes in the tax treatment of military disability pay-
ments should affect only future members of the armed forces, NOAA,
Public Health Service and Foreign Service.

Explanation of roviuion
The committee amendment eliminates the exclusion of disability

payments from income for those covered under section 104(a) (4),
that is, members of the armed forces of any country, NOAA, the
Public Health Service and the Foreign Service. This change applies
only prospectively topersons who join these government services after
September,24, 1975. Specific exceptions continue the exclusion in cer-
tain cases for future disability payments for injuries and sickness
resulting from active service in the armed forces of the United States.

At all times, Veterans' Administration disability payments will
continue to be. excluded from gross income. In addition, even if a
future serviceman who retires does not receive his disability benefits
from the Veterans' Administration, he will still be allowed to exclude
from his gross income an amount equal to the benefits he could
receive from the Veterans' Administration. Otherwise, future mem-
bers of the armed forces will be allowed to exclude military dis-
ability retirement payments from their gross income only if the pay-
ments are directly related to "combat injuries." A combat-related
injury is defined as an injury or sickness which is incurred as a result
of any one of the following activities: (1) as a direct result of armed
conflict; (2) while engaged in extra-hazardous service, even if not
directly engaged in combat; (3) under conditions simulating war
including maneuvers or training; or which is (4) caused by an instru-
mentality of war, such as weapons. This definition of combat-related
injuries is meant to cover an injury or sickness attributable to the
special dangers associated with armed conflict or preparation or train-
ing for armed conflict.

All persons who were members of the armed forces of any country
(or a military reserve unit), the National Oceanic and Atmospheric
Administration, the Public Health Service and the Foreign Service
as of September 24, 1975, or who as of that date were subject to a
written binding commitment to enter these Government services or
were retirees from these services receiving disability retirement pay-
ments which are excluded from their gross income under present law,
will continue to exclude such payments from gross income under the
committee's decision. In addition, disability benefits administered by
the Veterans' Administration will continue to be exempt from tax,
as under present law.

The House bill provision is the same as the committee amendment.

Effective date
This provision is to apply to members of the armed forces of any

country, the National Oceanic and Atmospheric Administration, the
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Public Health Service and the Foreign Service who joined these
services after September 24, 1975. Otherwise, the provision applies to
taxable years beginning after December 31,1975.

Revenue effect
The changes in the disability exclusion for military, etc. pensions

will have no revenue impact until substantial numbers of persons
entering government service after September 24, 1975, retire.
7. Moving Expenses (sec. 507 of the bill and sees. 217 and 82 of

the Code)
Present law

An employee or self-employed individual may claim a deduction
from gross income for the expenses of moving to a new residence in
connection with beginning work at a new location (sec. 217). Any
amount received directly or indirectly as a reimbursement of moving
expenses must be included in a taxpayer's gross income as compensa-
tion for services (sec. 82), but he may offset this income by deducting
expenses which would otherwise qualify as deductible items.

Deductible moving expenses are the expenses of transporting the
taxpayer and members of his household, as well as his household goods
and personal effects, from the old to the new residence; the cost of
meals and lodging enroute; the expenses for premove househunting
trips; temporary living expenses for up to 30 days at the new job loca-
tion; and certain expenses related to the sale or settlement of a lease
on the old residence and the purchase of a new one at the new job
location.

The moving expense deduction is subject to a number of limitations.
A maximum of $1,000 may be deducted for premove househunting
and temporary living expenses at the new job location. A maxikiti
of $2,500 (reduced by any deduction claimed for househuntin dr
temporary living expenses) may be deducted for certain qualified
expenses for the sale and purchase of a residence or settlement of a
lease. If both a husband and wife begin new jobs in the same general
location, the move is treated as a single commencement of work. If a
husband and wife file separate returns, the maximum deductible
amounts are halved.

In order for a taxpayer to claim a moving expense deduction, his
new principal place of work must be at least 50 miles farther from his
former residence than was his former principal place of work (or his
former residence, if he had no former place of work) t

During the 12-month period following his move, the taxpayer must
be a full-time employee in the new general location for at least three-
fourths of the follo ving year, that is, 39 weeks during the'next 12-
month period. A self-employed person must, during the 24-month
period following his arrival at his new work location, perform services
on a full-time basis for at least 78 weeks, with at least 39 weeks of
full-time work falling within the first 12 months. Even if the 39- or
78-week requirement has not been fulfilled at the end of a taxable
year (but may still be fulfilled), the taxpayer may elect to deduct any
qualified moving expenses which -he has paid or incurred provided he
has met all the other requirements, If he fails to meet the full-time
employment period requirements in a subsequent taxable year, he must,



include the amounts previously deducted in his gross income for the
Subsequent year.'

Pursuant to statutory authorization,2 the Secretary of the Treasury
has entered into agreements with the Secretary of Defense for mem-
bers of the Army, Navy, and Air Force, and with the Secretary of
Transportation for members of the Coast Guard to allow special treat-
ment for servicemen's moving expenses for taxable years ending be-
fore January 1,1976.

As a result, the Secretaries of Defense and of Transportation are not
required to report or withhold tax on moving expense reimbursements
made to members of the armed forces, nor are members of the armed
forces required to include in income the value of in-kind moving serv-
ices provided by the military. However, members of the armed forces
may deduct moving expenses to the extent they exceed military reim-
bursements, and would otherwise qualify as deductible expenditures
under section 217, without counting any military in-kind reimburse-
ments against the dollar limitation.

Reeaon& for change
The present provisions for moving expenses reflect significant revi-

sions made by the Tax Reform Act of 1969. Generally, the committee
believes that the basic rationale and requirements of this provision
remain sound.

The mobility of labor continues to be important in the economy of
the United States. Frequently, employers must transfer employees
from one location to another and workers must change their residence
in order to obtain better employment opportunities. The substantial
moving expenses incurred by many taxpayers in connection with em-
ployment-related moves may be viewed as a cost of earning income.
Allowing a tax deduction for certain moving expenses helps achieve
a more accurate account of a taxpayer's net income.
'Despite inflation between 1969 and 1975, there has been no adjust-

ment of the $1,000 and $2,500 ceilings on moving expense deductions.
The committee -believes that these ceilings should be set at higher
dollar levels. However, the committee does not believe that the two
ceilings have to be increased proportionately.

The 50-mile test restricts the deduction of expenses to a move to a
new job location which is 50 miles farther from the taxpayer's former
residence than has his former principal place of work (or his former
residence if he had no former place of work). For example, if a tax-
payer's former residence was 30 miles from his former job, his new
job location must be at lest 50 miles farther from his former residence;
that is, it must be a total of at least 80 miles, if his moving expenses
are to be deductible. Recognizing the increasing cost of commuting,
the growing concern for gasoline conservation, and the continuing in-
adequacy of mass transportation in most areas of the country, the
committee believes some reduction of the 50-mile test is appropriate.

Certain changes made in the 1969 Act created unforeseen adminis-
trative difficulties for the military. The Department of Defense and
the Department of Transnortation (with resnect to the peacetime
Coast Guard) apparently have no economically feasible procedure

I The as- and 78-week tnts are waived If the employee is unable to satisfy them as a
result of ieath, doshilite. or Involuntary separation (other than for willful misconduct).rp.5. Sa , see. 2. 55 state. 1466, 98rd Cong., 2d Seas., October 26. 1974.



for identifying or valuing the in-kind reimbursements provided for
each serviceman where the military pays a mover for, the moving ex-
penses, or does the moving itself. The Department of Defense, acting
on behalf of all the military services, indicated in discussions wi"
the Internal Revenue Service that establishing such a system o
identifying reimbursed moving expenses would involve' substantial
administrative burdens for the Department, as well as licreai
its expenses, at no revenue gain to the Treasury. 'A 'a reult of theie
administrative problems, the Internal Revenue Service in'1971 agreed
to a moratorium for the reporting and reimbursement' rules (tt
for cash reimbursements) in the case of the military. The Setito
extended this administrative moratorium through 1972 and 1973. k
indicated above, in 1974 the armed forces were exempted frt then
requirements by legislation effective through December 31, 1976.

The committee agrees that requiring the military to report indiwith-
hold tax on reimbursed in-kind moving expenses and requiring service-
men to include such reimbursements n income would entail needless,
costly administration by the military services.

In addition, the military has found the mileage limitation (tha$50-
mile limit) and the 39-week rule a hardship for military personng
because many mandatory personnel moves are for less than 30 weeks
and for less than 50 miles. The committee believes that servicemen
who are required to change their residence incident to a permanent
change of station should not be required to include in income "thq
in-kind moving assistance provided by the military and should not 1'e
denied a deduction for otherwise deductible expenses invo0v in a
mandatory move only becanei they fail 'the time and mileage test.
Therefore, the copinpttee exempts members of the armedoefrom
the time and mileage linrittfns for moves incident to a pernnent
change of station when the military authorizes- in-kind min as-
sistance. The committee also believes it appropriate to exclM4 rem
income the in-kind moving services and assistance provided'to move
servicemen's dependents to a home location within the United States
when military requirements prevent the dependents from accompany-
ing the servicemen.

Ezplatian of provi#i
The committee amendment modifies the present treatment of job-

related moving expenses in a number of respects. The amendmentin-
creases the maximum deduction for premove househunting and 4em-
porary living expenses at the new job location from $1000 to $1600
and increases from $2500 to $3500 the maximum deduction for quali-
fied expenses for the sale, purchase or lease of a residence (reduced by
any deduction claimed for premove househunting or temporary living
expenses). As with the existing limitations, the new amounts are halved
if a husband and wife file separate returns. The committee amendment
also reduces the 50-mile rule to 35 miles. The House bill is the same
with respect to these two provisions, except that the overall maximum
deduction under the House bill is $3000.

Several exemptions are provided for the Department of Defense,
the Department of Transportation and members of the armed force
of the United States on active duty. The departments and servicemen
are not required to report as income to the servicemen, nor to withhold
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tax on, any in-kind moving assistance provided 'by the military for
moves pursuant to a military order and incident to a permanent change
of station for which a change of residence is required. Members of the
armed forces may, however, deduct any qualified moving expenses
subject to the generally applicable dollar limitations to the extent
such Pxpenses exceed authorized in-kind military assistance without
reducing the dollar limitations by the amount of any in-kind assistance
provided by the military.

The committee amendment also exempts members of the armed
forces from the 35-mile limitation and from the 39-week rule in the
case of required moves incident to a permanent change of station. In
addition a member would be permitted to exclude in-kind services
provided by the military for moving the family to a point within the
U.S. when the member is assigned overseas or to Alaska, where the
spouse cannot accompany the member. The military would not be
reqrednto report such assistance for dependents.

eHousebill contains the same provisions for the military except
for the allowance of the cost of moving a spouse to a place in the U.S.
while the member is stationed overseas or in Alaska pursuant to a
military order.

Effective date
This provision is to apply generally to taxable years beginning after

December 31, 1976, except that the military provisions are to apply
for years after 1975.

Revenue efect
This provision will reduce budget receipts by $10 million in fiscal

year 1977, $67 million in fiscal year 1978, and $90 million in fiscal year
1981.



F. BUSINESS-RELATED INDIVIDUAL INCOME TAX
REVISIONS

1. Deductions for Expenses Attributable to Business Use 'a
Homes (sec. 601 of the bill and new sec. 280 of the Code)

Preset law
Under present law, no deductions are allowed for personal, Iivmg,

and family expenses except as expressly allowed under the code (she
262). Generally, under this provision, expenses and losses attributable
to a dwelling which is occupied by a taxpayer as his personal resitene
are not deductible. However, deductions for interest, certain taxes,
and casualty losses attributable to a personal residence are ex s
allowed under other provisions of the tax laws (sees. 163,164 and 1w).
Morebver, if a portion of the residence is in the t years trade
or business or is used in the production of income,. a eduon may
be allowed for an allocable portion of the expenses u iorre4 1 n-
taining such personal residence. , . e I .. -- ,,I

In any case involving the business use of a personal residencee,,
must be established that the expenses were incurred in carrying on a
trade or business (sec. 162) or for the production of income (sec. 212).
Thus, there must be some relatively clear connection betweeathe acivi
ties conducted in the home and a trade or business or the froductid4tA
income. Under the regulations (Reg. § 1.262-1(b) (3)), the expese
of maintaining a household are treated as nondeductible personal ex-
penses if the taxpayer only incidentally conducts business in his home.
However, if a part of the house is used as the taxpayer's place of busi-
ness, the allocable portion of the expenses attributable to the use of the
home as a place of business is allowed as a deduction.

For this purpose the expenses attributable to the office or business
use of the home are deductible if they are "ordinary and necessary"
expenses paid or incurred in carrying on a trade or business or for the
production of income. These expenses are claimed as deductions by
self-employed individuals who use portions of their residences for
trade or business purposes, employees who maintain offices in conne-
tion with the performance of their duties as employees, or investors
who maintain offices in connection with investment activities. Typi-
cally, the expenses for which a deduction is claimed include an allocable
portion of the depreciation or rent, maintenance, utility, and inuran"e
expenses incurred in connection with the residence.

With respect to the maintenance of an office in an employee's home,
the pos;tinn of the Internal Revenue Service is that the office must be
reaoired by the employer as a condition of employment and regularly
us& for the performance of the employee's duties. (Revenue Ruling
62-180, 1962-2 C.B. 52, sets forth these standards as they apply to the
deductibility of expenses attributable to an office maintained in an
employee's home.)
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Certain courts have held that a more liberal standard than that
applied by the Internal Revenue Service is appropriate. Under these
decisions, the expenses attributable to an office maintained in an em-
ployee's residence are deductible if the maintenance of the office is
"apropriat and helpful" to the employee's business: George H. New4
T.C. Memo. 1969-131, aff'd 432 F. 2d 998 (2d Cir. 1970) ; Jay R. Gill,
T.C. Memo. 1975-a; Hall v. United States, 387 F. Supp. 612 (D.C.
N.H., 1975).

In Stephwn A. Bodzin, 60 T.C. 820 (1973), the Tax Court, in a deci-
sion allowing a deduction for an office in an employee's residence,
held that "the applicable test for judging the deductibility of home
office expenses is whether, like any other business expense, the main-
tenance of an office in the home is appropriate and helpful under all
the circumstances." However, the court cautioned that no deduction
would be allowable if personal convenience were the primary reason
for maintaining the office notwithstanding any conclusion as to the
"appropriateness" and "helpfulness" of the office. On appeal, the
Fourth Circuit reversed the decision of the Tax Court (509 F. 2d 679).
The Court of Appeals held that, as a factual matter, the expenses at-
tributable to the taxpayer's residence were nondeductible personal ex-
penses and that it was therefore unnecessary to decide if the mainte-
nance of the office was appropriate and helpful in carrying on his
business. Thus, it is not clear which standard would be applied in
the. Fourth Circuit in a case in which the court found both personal
and business use of a residence. However, the court suggested that
to obtain a deduction an employee would have to show that the office
provided by the employer is not available at the times the employee
uses the office in his residence or that the employer's office is not suit-
able for the pUrposes for which the taxpayer is using the office in his
residence. 1

The Tax Court has also applied the "appropriate and helpful" stand-
ard to determine the deductibility of expenses attributable to the main-
tenance of an office in the home of an investor. (Lew M. Anderson,
TC Memo 1974-49.) In that case the taxpayer was allowed a portion
of the expenses attributable to a family room which was partially used
to conduct investment activities which consisted of keeping records
with respect to rental properties, preparing the taxpayer's income
tax returns, and writing letters to brokers and taxing authorities.

With respect to an apartment or residence used by a taxpayer while
in a travel status, the expenses attributable to the maintenance of the
apartment or residence are treated as lodging expenses subject to
certain other rules relating to deductibility (sec. 162). As such, the
expenses are deductible Only if they are reasonable and necessary in
the conduct of the taxpayer's business and directly attributable to it.
"Lavish or extravagant" expenses are not allowable deductions. The
expenses attributable to the apartment or house are deductible as lodg-
ing expenses if properly allocable to the taxpayer's trade or business
even though the transportation expenses are not deductible because the
trip was undertaken primarily for personal purposes.

'T e Suprene Court denied certiorari in the Bodza case on October 6, 1975 (44W.SLw. zv 01).



Additional requirements also apply with respect to a residence where
the business use consists of entertainment of clients, customers, or
business associates. In such cases, the residence is treated as an enter
taixunent facility, and no deduction is allowed for any expenditure
unless the taxpayer establishes that the facility was used primaly
for the furtherance of the taxpayer's trade or business and that the
item of expense was directly related to the active conduct of such trade
or business (sec. 274).

In determining whether or not an entertainment facility was used
primarily for the furtherance of the taxpayer's trade or -business, the
taxpayer must establish that the primary use of the facility was
ordinary and necessary based upon the facts and circumstances cou-
sidered on a case-by-case basis. Generally, the actual use of the facility
is controlling, and not its availability for use. The factors to be con-'
sidered include the nature of each use, the frequency and duration of
business use and the amount of expenditures incurred for business
purposes.

The regulations provide that with respect to an entertainment facil-
ity, a taxpayer is deemed to have established that an entertainment
facility was used primarily for the furtherance of his trade or business
if more than 50 percent of the total calendar days of use of the facility
during any taxable year were business use days.

An expenditure shall be considered directly related to the active
conduct of the taxpayer's trade or business if four requirements arb'
met: (1) the taxpayer had more than a general expectation of deriving
income or benefit (other than goodwill) at some indefinite future tine;
(2) the taxpayer actually engaged in, or reasonably expected to 6n-
gage in, business meetings, negotiations, etc., for the purpose of obtain-
ing income or other benefits; (3) in light of all the facts and circum-
stances, the principal function of the combined business meeting, etc.,
and entertainment was the'active conduct of the taxpayer's trade or
business, and (4) the expenditure was allocable to the taxpayer and
person or persons with whom the taxpayer engaged in the actw'con-
duct of trade or business during the entertainment.

In determining the deductible amount attributable to the business
use of the home, the general rule is that any reasonable method of allo-
cation may be used. In all cases involving the dual use of a honegthe
allocation of expenses attributable to the portion of the residence ind
for business purposes will take into account the space used for those
purposes, e.g., a percentage of the expenses based on the square feet of
that portion compared to the total square feet of the residence In addi-
tion, a further allocation based on time of use is required when tile
portion of the residence is not exclusively used for business purpoDe
In Rev. Rul. 62-180, 1962-2 C.B. 52, 54, the Internal Revenue Service
held that, after allocating expenses attributable to a den used for busi-
ness and personal purposes on the basis of space, a further alloca-
tion must be made on the basis of time of use to'reflect the dual use,
For purposes of the latter allocation, the Serice ruled that the allo-
cation should be made on the basis of availability for use rather, than
actual use, i.e., the ratio of time actually used for business purposesto
the total time it is available for all uses. However, in George W. G7ps
60 T.C. 304, 314 (1973) (followed in Lena M. Anderson, T.C. Memo.
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1974-49), the Tax Court held that such expenses should be allocated
on the basis of actual business use as compared with actual total use.

In another case where the allocation could not clearly be determined,
the Cohan rule was applied to estimate the approximate space of an
apartment which was used for business purposes. George H. Newi,
T.C. Memo. 1969-131, aff'd., 482 F. 2d 998 (2d Cir. 1970). The Cohan
rule provides, generally, that where there is evidence that the tax-
payer incurred certain deductible expenses but the exact amount can-
not be determined, a close approximation would be acceptable and,
therefore, the deduction would not be entirely disallowed. Under pres-
ent law, however, because of certain substantiation requirements, no
deduction is allowed for certain expenditures relating generally to
travel or entertainment on the basis of a Cohan approximation or on
the basis of unsupported testimony of the taxpayer.

Reasons for change
The committee believes that there is a great need for definitive rules

tto resolve the conflict that exists between several recent court decisions
and the position of the Internal Revenue Service as to the correct
standard governing the deductibility of expenses attributable to the
maintenance of an office in the taxpayer's personal residence

With respect to the "appropriate and helpful" standard employed
in the court decisions, the determination of the allowance of a deduc-
tdon for these expenses is necessarily a subjective determination. In
the absence of definitive controlling standards, the "appropriate and
helpful" test increases the inherent administrative problems because
both business and personal uses of the residence are involved and sub-
stantiation of the time used for each of these activities is clearly a
subjective determination. In many cases the application of the appro-
priate and helpful test would appear to result in treating personal liv-
ing, and family expenses which are directly attributable to the home
(and therefore not deductible) as ordinary and necessary business ex-
penses, even though those expenses did not result in additional or in.
cremental costs incurred as a result of the business use of the home.
Thus, expenses otherwise considered nondeductible personal, living,
and family expenses might be converted into deductible business ex-
penses simply because under the facts of the particular case, it was
appropriate and helpful to perform some portion of the taxpayer's
business in his personal residence. For example, if a university profes-
sor, who is provided an office by his employer, uses a den or some other
room in his residence for the purpose of grading papers, preparing
examinations or preparing classroom notes, an allocable portion of cer-
tain expenses might be claimed as a deduction even though only minor
incremental expenses were incurred in order to perform these activities.

Explanation of provision
The committee amendment adds a new provision (sec. 280) which

provides, in part, that no deductions shall be allowed with respect to
the use of a dwelling unit which is used by the taxpayer as a residence,
unless specifically excepted from this new section ana otherwise allow-
able. The provisions othis section apply to individuals, trusts, estates,
psatnershipe, and electing small business corporations. This section
does not apply to a corporation (other than an electing small business
corporation).
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The general disallowance provision of this section, however; -doe
not apply with respect to certain expenses which are otherwise allow-
able as deductions: for example, the deductions allowable for interest
(sec. 163), certain taxes (see. 164) and casualty losses (sec. 165) may
still be claimed as deductions without regard to their connection with
the taxpayer's trade or business or income producing activities. • ,

Under the committee amendment, a deduction will not be disallwSt
in the case of a taxpayer who uses a portion of a dwelling unit exclh'
sively and on a regular basis either: (1) as his principal place of;
business, (2) as the sole fixed location of the taxpayer's trade or busi-'
ness of selling goods or services at retail or wholesale (but only if such,
portion is used in connection with such sale of such goods or services),
(3) as a place of business which is used for patients, clients, or cus-I
tomers in meeting or dealing with the taxpayer in the normal course
of his trade or business, or (4) in connection with the trade or busi-
ness of an employer where the employer provides no office or fixed
location for the use of the employee. Also, the committee amendment
provides that a deduction will not be disallowed in the case of a tax-
payer who, in connection with his trade or business, use a'separate
structure which is not attached to his dwelling unit (e.g., an artist's
studio in a structure adjacent to but unattached to his residence).
In the case of an employee, a deduction for the portion of the or-
dinary and necessary business expenses attributable to the use of a,
residence which are paid or incurred in connection with the perform.
ance of services as an employee will be allowable under the situations'
described above only if, in addition to satisfying the exclusive use,
and regular basis tests, the use is for the convenience of his employer.

The committee amendment provides an exception to the exclusive-
use test in the case of a taxpayer whose trade or business is selling'
products at retail or wholesale and whose dwelling unit is the sole
fixed location of such trade or business. Under this exception, the
ordinary and necessary expenses allocable to space (within a dwelling
unit) which is used as a storage unit for inventory will not be dis-
allowed. However, the space must be used on a regular basis and must
be a separately identifiable space suitable for storage.

Exclusive use of a portion of a taxpayer's dwelling unit means that
the taxpayer must use a specific part of a dwelling unit solely foi the
purpose of carrying on his trade or business. The use of a portion of a
dwelling unit for both personal purposes and for the carrying on of a
trade or business does not meet the exclusive use test. Thus, for exam-
ple, a taxpayer who uses a den in his dwelling unit to write legl.
briefs, prepare tax returns, or engage in similar activities as well for
personal purposes, will be denied a deduction for the expenses paid or
incurred in connection with the use of the residence which are allocablg
to these activities. Also, with respect to a separate struetue.not at-
tached to the dwelling unit, if the taxpayer uses such structure (eg.; a
detached garage) for both trade or business and personal purpose
the exclusive use test is not met.

In addition to the exclusive use test, the committee ame imdat
requires that the portion of the residence used for trade or liines
purposes must be used by the taxpayer on a regular basis in order for
the allocable portion of the expenses to be deductible. Expenses attrib-



table to incidental or occasional trade or business use of an exclusive
portion of a dwelling unit would not be deductible even if that portion
of the dwelling unit is used for no other purpose.

An allocable portion of expenses paid or incurred with respect to the
use of a dwelling unit which is used by the taxpayer both as a resi-
dence and in connection with income producing activities (sec. 212)
will not be allowable as deductions under the provisions of this section
unless the income producing activity constitutes a trade or business.
For example, no deduction will be allowed if a taxpayer who is not in
the trade or business of making investments, uses a portion of his resi-
dence (exclusively and on a regular basis) to read financial periodicals
and reports, clip bond coupons and performs similar activities because
the activity is not a trade or business.

The committee amendment also provides an overall limitation on
the amount of deductions that a taxpayer may take for the business use
of the home or separate unattached structure. The allowable deduc-
tions attributable to the use of a residence or separate unattached
stuture for trade or business purposes may not exceed the amount of
the gross income derived from the use of the residence or separate un-
attached structure for that trade or business reduced by the deduc-
tions which are allowed without regard to their connection with the
taxpayer's trade or business (e.g., interest and taxes). In the case
where gross income is derived both from the business use of the resi-
d4nce or separate unattached structure and from the business use of fa,
qjities other than the residence or separate unattached structure a
&sonable allocation (based on the facts and circumstances of each
eeis to be made to determine that portion of the gross income de-

from the business use of the residence or separate unattached
tncture. With respect to the deductions which are allocable to the
tile or business use of the residence or separate unattached structure,
deductions allowable without regard to whether the activity is a trade
or business are to be deducted first. Any remaining gross income may
then he reduced (but not below zero) by the remaining allowable
deductions which are allocable to such use.

The committee amendment is substantially the same provision as
adopted in the House bill except that the general disallowance rule is
not applicable to the extent that the exclusively used on a regular
basis test is met: (1) where the dwelling unit or portion thereof is the
sole fixed location of the taxpayer's trade or business of selling goods
or services at retail or wholesale (but only if such portion is used in
connection with such sale of such goods or services), (2) where the
business use of the residence by the taxpayer is in connection with the
trade or business of his employer and no office or fixed location is pro-
vided by the employer for use by the employee, and (3) in the case of
a separate structure which is not attached to the dwelling unit and
where such structure is used in connection with the taxpayer's trade
of business. Also, the committee amendment provides an exception to
the exclusive use test in the case of a taxpayer whose trade or business
is selling products at retail or wholesale and whose dwelling unit is
the sole fixed location of such trade or business. Under this exception,
the ordinary and necessary expenses allocable to space (within a
dwelling unit) which is used as a storage unit for inventory will not
be disallowed.



EfecOtve date
This provision shall apply to taxable years beginning after Decem-

ber 31,1975.
Revenue effect

The revenue effect of this provision is combined with that of th
following vacation home provisions.

2. Deduction for Expenses Attributable to Rental of VacatiSd
Homes (sec. 601 of the bill and new sec. 280 of the Code)

Present law
A taxpayer is allowed a deduction for the ordinary and necesary

expenses paid or incurred during the taxable year in carryinguon a
trade or business (sec. 162), or for the management, conservatic, or
maintenance of property held for the production of income (sec. 212).
In order to 'be entitled to a deduction under these provisions, t is
necessary that the activity be engaged in by the taxpayer for profit
(i.e., for the purpose of or with the intention of making-a profit).'
The determination of whether an activity is engaged in for profit is to
be made on the basis of objective standards, taking into account all
facts and circumstances of each case. Although a reasonable expects
tion of profit is not required, the facts and circumstances (without
regard to the taxpayer's subjective intent) must indicate that the til
payer entered or continued the activity'with the objectivrsof making
a profit. No deduction is allowed under sections 162 or 212 if the tctiv
ity is carried on primarily as a sport, hobby, or for recreation.

Even though an activity is not engaged in for profit (and therfdke
no deduction is allowed under sections 162 or 212), certaindedietib
are allowed under other provisions of the tax law. SuIlestd1spetl
limitations discussed below, a deduction is allowed under sbtion 16
for expenditures which are of the type that may be deducted without
regard to whether they are incurred in connection with a trade or
business or for the production of income. These items include the de-
ductions which are allowed for interest (sec. 168), certain State and
local property taxes (sec. 164), and casualty losses (see. 165).,

Section 183 further provides that, in the case of an activity not
engaged in for profit, a deduction is allowed for expenses which could
be deducted if the activity were engaged in for profit, but only to the
extent these expenses do not exceed the amount of gross income de-
rived from the activity reduced by the deductions which are allowed
in any event (e.g., interest and certain State and local taxes). In other
words, as to expenses such as depreciation, insurance, and maintenance,
a taxpayer is allowed a deduction but only to the extent of income
derived from the activity. The t axpayer is not allowed to use these
deductions to create losses which can be used to offset other income.

A taxpayer is presumed to be engaged in an activity'lbr profit for
a taxable year if, in two or more years of the period f' five con-
secutive taxable years (seven consecutive taxable years in the case

,'SeRe Mnto. v. Oomniuieer. 174 F. 2d 502. 304 (2d Vir.). ertnd.dand as r.S. 5s2
(949) a ache v. COmmeeioenr, 375 F. 2d 747 (2d ir. 1907) ; and George W. Mitoell47 Tc. 120 (1965).



Of an activity which consists in major part of the breeding, training,
showing, or raising of horses) ending with such taxable year, the
activity was in fact carried on at a profit. For purposes of this presump-
tiobl, the activity is treated as being carried on for a profit in a given
taxable year if the gross income from the activity exceeds the deduc-
tions attributable to the activity which would be allowable if it were
engaged in for profit.

The rules for determining whether an activity is a trade or business
or engaged in for the production of income are the same as those used
for determining whether an activity is engaged in for profit. As a
result, except for the presumption discussed above, if deductions with
respect to the activity are not allowable as a trade or business ex-
penes (sec. 162) or as expenses incurred for the production of income,
etc. (sec. 912), then the activity will be treated as an activity not en-
gaged in for profit under section 183.

The Regulations provide a list of relevant factors which should
normally be taken into account in determining whether the activity is
engaged in for profit. Among other factors, the presence of personal
motives must be considered, especially where there are recreational or
personal elements involved.2 By way of illustration, the regulations
provide that a taxpayer will be treated as holding a beach house pri-
Mfitily for personal purposes if, during a three-month season, the
I eh house is personally used by the taxpayer for one month and
Wd for the production of rents for the remaining two months (Regs.
1.183-1(d) (3)). However, except for this example, there are no

dnitive rules relating to how much personal use of vacation prop-
erty will result in a finding that the rental activities of vacation
homes are not engaged in for profit.

Under present law, no deduction is allowed for personal, living, and
family expenses except as otherwise expressly provided under the tax
laws (sec. 262). Deductions that are expressly allowable, even though
they are attributable to personal use, include'items of interest, certain
taxes, and casualty losses. However, no deduction is allowed for such
items as depreciation, maintenance, insurance, and utilities to the
extent these items are attributable to personal use. As a result, where
property is used for both personal and business use, the total amount
of maintenance, insurance, and utilities expenses and depreciation
incurred during a taxable year must be allocated on a reasonable and
consistently applied basis.

Reasons for chanqe
Where expenses attributable to a residence are treated as deductible

business bkpenses, an opportunity exists to convert nondeductible per-
sonal, living and family expenses into deductible expenses. In the case
of so-called "vacation homes" that are used -both for personal purposes
and for rental purposes, the committee believes that frequently per-

'"Teat Reg. | 1.155-S(b. These factors include: (1) The manner in which the tax-
n"yer carries on the activIty. (2) the expertise of the taxpayer or his advisers. (3) the
fiuft and effort extended iy the taxpayer in carrying on the activity. (4) the expectation
Prat assets nsed in the activity may appreciate in value, (a) the success. of the taxpayer
in crnn on other simfler or dissimilar activities. $6) the taxpayer's history of income
0 th respect to the activity. ( the amount of oceastonal profits, if any, whti
are earned, tin the financial status of the taxpayer, and (9) the elements of personal
pleasure or recreation.
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sonal motives predominate and the rental activities are undertake t.
minimize the expenses of ownership of the property rather than t'
make an econonc profit.

In marketing vacation homes, it has become common practice to em-
phasize that certain tax benefits can be obtained by renting the prop-.
erty during part of the year, while reserving the remaimng kortio
for personal use. In addition, certain arrangements have been devse.
whereby an individual owner of a condonmum unit is entitled to
exchange the time set aside for the personal use of his own unit (typie.
ally three to six weeks) for the use of a different unit under the same
general management at another location.

Under many of these arrangements, it is extremely difficult undar
existing law to determine when an activity is engaged in for profit.
The present regulations provide that in making this deterimation,
a number of factors shallbe taken into account. These factors include
the presence of "personal motives", especially where there are woerea-
tion or ersonaelements involved. However, except for the example
mention above, no objective standards are set forth m the reul
tions. The committee behevs that definitive rules should b4) provided
to specify the extent to which personal use would result in the disal-
lowance of certain deductions in excess of gross income. In,a c4se
where personal use is the controlling factor to be considered, t ep-
proach would obviate the need to require subjective deterinationeto
be made concerning the taxpayer's motive and the primary purpose
for which the vacation home is held.

In addition, if there is any personal use of a vacation home, the
portion of expenses allocable to rental activities should be limited
to an amount determined on the basis of the ratio of time that the
home is actually rented, to the total time for vacation home is used
during he taxable year for. all purposes (i.e., rental, business, and
personal activities).

, Explanation of preosion
The committee amendment adds a new provision (sec. 280) whicdk.

in general, provides a limitation on the amount allowable to a tax-
payer for the deductions attributable'to the rental of a vacation home
if the taxpayer personally uses the home in excess of specified periods
of time during a taxable year. This new limitation only applies if the
taxpayer's use of the vacation home for personal purposes du-ng his
taxable year exceeds the greater of fourteen days or ten percent of the
number of the days during the year for which the vacation home is
rented. (Rules for determining personal use and rental days are dis-
cussed below.) The committee amendment also provides, that in, the
case where the taxpayer rents vacation property for lesthan one
month, neither operating gain nor loss would be recognize for.tax
purposes. For this purpose, one month means a period agregating
than 32 days, whether or not consecutive.

The provisions of this section apply to an individual, a trust, estate,
partnership, and an electing small business corporation.'The provisions
do not apply to corporate taxpayers (other than -shareholders of
subchapter S corporations). However, no inference should be'drawn
from this section in the case of a corporation, as to whether or Vot



expenses incurred for the maintenance of a residence are connected
with its trade or business for purposes of the tax laws.

If a taxpayer exceeds the personal use limitations for the vacation
home for a taxable year, the deductions attributable to the rental activ-
ity are limited to the amount by which the gross income derived from
the rental activity exceeds the deductions otherwise allowable with
respect to such rental activities (e.g., interest and certain taxes). For
this purpose, deductions attributable to the rental activities are those
items which are of a type allowable only as expenses incurred in con-
nection with a trade or business or the production of income (e.g.,
sec. 162 or 212).

If the personal use limitation applies, the allowable deductions
would be determined after first determining the expenses of the vaca-
tion home which are allocble to the rental activities (in accordance
with the new allocation rules). The amounts allowable as deductions
would be determined in the same manner as provided in the regula-
tions prescribed under section 183 of the Code.

The applicability of this new limitation on allowable deductions
would be determined solely by reference to the taxpayer's personal use
of the vacation home during his taxable year rather than, as under
section 183, by reference to the profits or losses during any consecutive
period of taxable years or on the basis of a facts and circumstances
determination of the taxpayer's objectives. Generally, application of
section 183 of the code would not be affected by these new provisions.
Thus, if the rental of a vacation home is treated as an activity not
engaged in for profit after consideration of the relevant objective
standards prescribed by the regulations under section 183, deductions
attributable to the rental activity would be limited under that provi-
sion (sec. 183) even though the new provisions did not apply because
there was little or no personal use of the vacation home.

As indicated above, in the case where the vacation property is
rented for less than one month during the taxable year, neither operat-
ing gain nor operating loss would be recognized for Federal income tax
purposes. Thus, where a vacation home is rented for less than one
month, neither the new limitation under this new section nor the provi-
sions of section 183 (pertaining to activities not engaged in for profit)
are applicable. In this case, expenses which would be allowable if the
taxpayer were in a trade or business or subject to the provisions of sec-
tion 183 (e.g., maintenance, utilities, insurance and depreciation) will
not be allowed as a deduction and any revenue received from the rental
of a vacation home for less than one month will not be includible for
tax purposes. However, a deduction for expenses otherwise allowable
(e.g., interest, certain taxes and casualty losses) will be allowed as a
deduction.I This new limitation, as indicated above, will not apply unless the
taxpayer uses the vacation home for personal purposes during his
taxable year for more than fourteen days or ten percent of the number
of the days during such year for which the vacation home is rented,
whichever is greater. For this nurpose, a vacation home would not
be treated as rented (at a fair rental) for any day for which it is
treated as used for personal purposes. In the case of a vacation home
owned by a partnership. trust, estate, or subchapter S corporation. the
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number of days of personal use of the vacation home by a taxp *er
shall be determined by reference to the total number of days of per-
sonal use by the partners, beneficiaries, or stockholders, as the case
may be. However, if two or more partners, beneficiaries, or stock-
holders personally use the vacation home during the same day, that
day would constitute only one day of personal use. If a taxpayer owns
a vacation home during only a portion of the taxable year, no reduc-
tion of the personal use specified under the provision would be required
by reason that the vacation home was owned for less than a full year.

The taxpayer generally would be deemed to have used a vacation
home for personal purposes for a day if, for any part of the day, the
home is used for personal purposes by (1) the taxpayer or any other
person who owns an interest in the home; (2) their brothers and sis-
ters, spouses, ancestors, lineal descendants, or spouses of lineal de-
scendants; (3) any individual who uses the home under a reciprocal
arrangement (whether or not a fair rental is charged); or (4) any
other individual who uses the vacation home during a day unless for
that day the home is rented for a fair rental. With respect to use by
a person other than the taxpayer who also owns an interest in the vaca-
tion home, the taxpayer would be deemed to have used the vacation
home for personal purposes for a day if, for any part of the day the
home is used by a co-owner or a holder of any interest in the home
(other than a security interest or an interest under a lease for a fair
rental) for personal purposes. For this purpose, any other ownership
interest existing at the time the taxpayer has an interest in the vaca-
tion home shall be taken into account even if there are no immediate
rights to possession and enjoyment of the vacation home under such
other interest.

A taxpayer would not be considered to have personally used a
vacation home with respect to a use by his employee, even if it is
rented for less than a fair rental, if the value of such use is excludable
from income by the employee under section 119 of the code (relating
to meals and lodging furnished for the convenience of an employer).
Further, if the taxpayer spends a normal work day cleaning, painting,
repairing or otherwise maintaining the vacation home, such use shall
not be treated as personal use.

For purposes of this new provision, the term "vacation home" means
a dwelling unit including a house, apartment, condominium, house
trailer, boat, or similar property. The term would include any en-
virons and outbuilding, such as a garage, which relate to the use of
the dwelling unit for living accommodations. However, the term would
not include that portion of a dwelling unit that is used exclusively as
a hotel, motel, inn, or similar establishment.

In the case where there is any personal use of a vacation home dur-
ing the taxpayer's taxable year, the expenses allocable to the rental of
the vacation home will be limited to an amount which bears the same
ratio to such expenses as the number of days the home is actually
rented out for the year bears to the total number of days the home is
actually used for all purposes during the year. However, the limita-
tion upon allocable expenses would not apply to expenses such as
interest or taxes which are allowable even if not attributable to the
rental activity.
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For purposes of this limitation, the personal use of a vacation home
would be determined in accordance with the rules described above.
However, for purposes of determining the relationship of rental days
to total days of use, the number of rental'days would include any day
for which the vacation home is rented for a fair rental even if the
taxpayer is deemed to have personally used the home for that day. The
period during which the vacation home is merely held out for rent
would not be considered in determining the number of rental days for
a taxable year.

The committee amendment is substantially the same as the House
bill except in two respects. First, the committee amendment increases
one of the tests relating to the determination of personal use from 5
percent to 10 percent of the number of days during the year for which
the vacation home is rented. Also, in order to simplify the administra-
tion of the provision, the committee amendment provides for a non-
recognition rule in the case of either operating gain or operating loss
where the vacation property is rented for less than one month.

Revenue effect
This provision will increase budget receipts by $184 million in fiscal

year 1977, $201 million in fiscal year 1978, and $297 million in fiscal
year 1981.
3. Deductions for Attending Foreign Conventions (see. 602 of the

bill and new see. 274(h) of the Code)

Present "
Under present law, the deductibility of travel expenses paid or in-

curred to attend a foreign convention, seminar, or meeting is governed
by the ordinary and necessary standard (secs. 162 and 212) and, in
certain cases, the special disallowance rules provided under the enter-
tainment expense provision (sec. 274(c).

Generally, to be deductible, travel expenses must be reasonable and
necessary in the conduct of the taxpayer's trade or business and directly
attributable to such trade or business. If a trip is primarily related to
the taxpayer's business (and the special foreign travel allocation rules
do not apply) the entire travel expenses (including food and lodg-
ing) to and from a destination are deductible. If a trip is primarily
personal in nature, the transportation expenses to and from the des-
tination are not deductible even if the taxpayer engages in business
activities while at the destination., However, expenses incurred while
at the destination which are allocable to the taxpayer's trade or busi-
ness are deductible even if the transportation expenses are not
deductible.

For expenses incurred in attending convention or other meeting
to be deductible, there must be a suficient relationship between the
taxpayer's trade or business and his attendance so that he is benefiting
or advancing the interests of his trade or business. Generally,
deductibility depends upon the facts and circumstances of each par-
ticular case. If the convention is for purposes unrelated to the tax-
payer's business, the travel expenses are not deductible. The Internal

' gee Paleruon v. Thomas, 289 F. 24 108 (Sth (r., 1961) ; Napmdaor Kadlvar, T.C. Memo
197S-95; Rev. Rul. 74-292.1974-1 C.B. 43.
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Revenue Service has ruled that the test for allowance of deductions
for convention expenses is met if the agenda of the convention or other
meeting is so related to the taxpayer's position as to show that attend-
ance was for business purposes.

If an individual travels away from home primarily to obtain edu-
cation for which the expenses are deductible as trade or business ex-
penses, the expenses for travel, meals, and lodging incurred while
away from home are deductible. However, the portion of the travel
expenses attributable to personal activities, such as sightseeing, is
treated as a nondeductible personal or living expense. If the travel
away from home is primarily personal, only the meals and lodging
incurred during the time spent in participating in educational pur-
suits are deductible. Further, in the case of foreign travel to obtain
education, deductions are subject to special allocation rules.

Expenses of travel outside the United States are deductible only to
the extent allocable to the taxpayer's trade or business or income-
producing activities if the travel is for more than one week or the
time of travel outside the United States which is not attributable to
the pursuit of the taxpayer's trade or business is 25 percent or more of
the total time on such travel. (This allocation requirement, if applica-
ble, overrides the general rule that the entire expenses of travel are de-
ductible if the primary purpose of the trip was related to a trade or
business.)

Reasons for change
Serious administrative problems have arisen because of the recent

proliferation of conventions, educational seminars, and cruises which
are ostensibly held for business or educational purposes, but which
it is believed are held at locations outside the United States primarily
because of the recreational and sightseeing opportunities. In Techni-'
cal Information Release 1275 (February 14,1974). the Internal Reve-
nue Service announced that it intended to scrutinize deductions for
business trips, conventions, and cruises which appear to be vacations
in disguise. The Service noted that a number of professional, business
and trade organizations have been sponsoring cruises, trips and con-
ventions during which only a small portion of time is devoted to busi-
ness activity and that the practice seemed to be growing. [i cases
where there are indications of abuse, the Service intends to request
lists of the names and addresses of the participants on cruises and
other trips. However, allowance of deductions claimed by participants
would continue to depend upon the facts and circumstances, including
the relationship of the meeting to a particular taxpayer's trade or
business, as under present law.

As indicated above, the basic test that is applied by the Internal
Revenue Service is whether the convention or other meeting is pri-
marily related to the taxpayer's business or whether it is primarily
personal in nature. Thus, in administering this test, the Internal
Revenue Service is required to make a subjective determination as to
the motives and intentions of the taxpayer after taking into account
all the facts and circumstances in a particular case. The administra-
tive problems created by the lack of specific guidelines are substantial.



The committee is concerned that the lack of specific requirements
has resulted in a proliferation of foreign conventions, seminars, cruises,
etc. which, in effect, amount to Government-subsidized vacations and
serve little, if any, business purpose. The committee is aware that the
promotional material often highlights the deductibility of the expenses
incurred in attending a foreign convention or seminar and, in some
cases, describes the meeting in such terms as a "tax-paid vacation" in
a "glorious" location. In addition, the committee has been made aware
that there are organizations that advertise that they will find a conven-
tion for the taxpayer to attend in any part of the world at any given
time of the year. This type of promotion has an adverse impact on pub-
lie confidence in the fairness of the tax laws.

Nevertheless, the committee recognizes that in some cases it is rea-
sonable for an organization to sponsor a meeting of its members out-
side the United States. For example, the purposes and activities of the
meeting might relate peculiarly to a certain geographical location out-
side the United States so that the only reasonable place to hold the

* meeting is that location. Also, where the residences of the members of
an organization are widely dispersed, it is reasonable to expect that
some of the meetings be held at various locations for the convenience
of the members

Esplanation of provision
The committee amendment adds a new provision (sec. 302) which,

in general, provides that no deduction is to be allowed for expenses
allocable to a convention, seminar or other meeting held outside the
North American area unless, taking certain factors into account, it is
more reasonable for the meeting to be held outside the North American
area than within it. Generally, this requirement would be satisfied if
the application of these factors demonstrated a compelling need to
hold the meeting outside the North American area.

The factors to be taken into account are: (1) the purpose of the
meeting and the activities taking place at- the meeting; (2) the pur-
poses and activities of the sponsoring organizations or groups; and
(3) the residences of the active members of the sponsoring organiza-
tion and the places at which other meetings of the sponsoring orga-
nizations or groups have been or will be held.

With respect to the first factor, the purpose of the meeting must be
related to a matter which involves international considerations (such
as international trade), or a matter that can be explained or dem-
onstrated in the most effective manner at a particular location outside
the North American area because of the existence of certain unique
facilities or circumstances (e.g., an archaelogical convention held in
the proximity of a discovery site which is the principal discussion
topic of the convention. Moreover, the activities taking place at the
meeting must be consistent with these purposes. The activities would
not be considered to be consistent with the purposes of the meeting if a
significant portion of the meeting is devoted to extraneous matters or
to social or recreational activities.

With respect to the second factor, the purposes and activities of
the sponsoring organizations or roups must be related to the purpose
and substance of the meeting. Thus, the reasonableness requirement



will not be satisfied with respect to a business convention sponsored by
a travel agency or any other sponsor whose organizational purposes
are not directly related to the substance of the meeting. The organiza-
tional purposes may be determined by reference to the purposes of an
identifiable unit or division of the entire organization, e.g., an inter-
national section of a domestic trade association.

With respect to the third factor, the reasonableness requirement will
not ordinarily be satisfied if the meeting is held by an organization
whose active membership consists entirely of residents of the United
States. Generally, the reasonableness requirement would be satisfied
if, after a favorable application of the other factors, the sponsor of
the meeting is an organization which draws from foreign members and
the number and location of its foreign meetings are reasonable in
light of the number of foreign members and their geographical dis-
persion. For purposes of the consideration of this factor, the places
at which other meetings of the sponsoring organizations or groups
have been held or will be held will be taken into account.

In no case would the reasonableness requirement be satisfied if any
portion of the convention, seminar, or other meeting is conducted on
board a vessel. Thus, for example, a seminar conducted in connection
with a cruise would not satisfy this requirement. A cruise ship means
any vessel whether sailing within or without the territorial waters of
the United States. However, it is not intended that a vessel that has
been "retired" from use for cruises or other transportation and con-
verted to hotel or other stationary use be subject to this strict denial
of deductions.

The expenses allocable to the meeting would include tuition, regis-
tration fees, and similar charges paid or incurred in connection with
attending the meeting as well as the allocable travel expenses. The
amount of travel expense allocable to the meeting would be deter-
mined in a manner similar to the determination of travel expenses
allocable to a trade or business activity under the existing regulations
under section 274(c) of the code. However, if a taxpayer engages in
other business activities during the trip, the expenses directly attrib-
utable to the business activities are not to be considered allocable to
the meeting. For purposes of the existing foreign travel allocation
rules, attendance at a meeting outside the North American area is to
be considered as an activity not in pursuit of a trade or business and
not in pursuit of an activity described in section 212 if the deductions
allocable to the meetings are disallowed under this new provision.

For purposes of this new provision, the term "North American
area" means the United States, its possessions, and the area lying west
of the thirtieth meridian west of Greenwich, east of the international
dateline, and north of the Equator, but not including any country of
South America.

This provision would apply to an individual who attends a conven-
tion, seminar, or other meeting and to his employer or client where
the allocable expenses are incurred by the employer or client under
an advance, reimbursement, or other arrangement with the individual.
The provision would not apply to an employee of the sponsoring orga-
nization who does not attend the convention, seminar or other meet-
ing as a participant in the business or educational proceedings of the
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meeting. Thus, an individual who merely provided services in connec-
tion with furnishing meals and lodging to the participants of the
meeting would not be subject to the new requirements of this provision.
Further, unlike the existing foreign travel disallowance rules, the new
provision would apply even if the travel away from home does not
exceed one week or the personal travel is less than 25 percent of the
total foreign travel time.

The taxpayer, as under present law, must also establish that the
convention, seminar or other meeting is directly related to the active
conduct of his trade or business (or to an activity described in section
212, e.g., an activity relating to the production of income). For this
purpose, a convention, seminar or other meeting would not be consid-
ered to be directly related to a taxpayer's trade or business or income-
producing activities merely because the taxpayer had a general ex-
pectation that his attendance would benefit or advance his trade or
business or income producing activities. Thus, the taxpayer must es-
tablish that the subject matter and purposes of the meeting are spe-
cifically relevant to the activities in which he is presently and substan-
tially engaged, including a specialized activity within a general line
of business or professional practice.

Under the House bill, a limitation would be imposed on deductions
allowable for the expenses of taxpayers attending conventions, educa-
tional seminars, or other meetings outside the United States and
its possessions. Deductions would be allowed for expenses incurred
in attending not more than two foreign conventions per year. For
these two conventions, the amount of the deduction for transportation
expenses could not exceed the cost of airfare based on coach or econ-
omy class. Transportation expenses would be deductible in full only
if more than one-half of the total days of the trip (excluding the days
of transportation to and from the site of the convention) are devoted
to business-related activities. If less than one-half of the total days of
the trip are devoted to business related activities, no deduction would
be allowed for that portion of the transportation expenses attributable
to non-business-related activities.

In addition, deductions for subsistence expenses, such as meals,
lodging, and other ordinary and necessary expenses, paid or incurred
while attending the convention would be limited to the fixed amount
of per diem allowed to government employees at the location where
the convention is held. However, in order to be able to deduct subsist-
ence expenses up to this limitation, there must generally be at least 6
hours of business-related activities scheduled daily and the taxpayer
must have attended two-thirds of these activities.

The committee believed that the House bill limitation of allowing
deductions for the expenses of attending not more than two foreign
conventions per year was, in certain cases, too generous in not reqnr-
ing a showing of need to -hold the convention abroad. On the other
hand, the committee did not see the desirability of limiting the amount
which could be deducted (except as provided by present law) where
t'is eed is shown.

Effective date
Generally, this provision is to apply to meetings held after Decem-

ber 31, 1976. However, the provision shall not apply to any trip which
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begins before January 1, 1978 if it is established (in advance of the
beginning of the trip) that the meeting was publicly announced before
January 1,1976 and that accommodations for the meeting were booked
before January 1, 1976.

Revenue effect
It is estimated that this provision will result in an increase in budget

receipts of less than $5 million annually.
4. Qualified Stock Options (sec. 603 of the bill and sees. 422 and

424 of the Code)

Present law
An employee stock option is a right, which is limited in time, granted

by a corporate employer to one or more employees to purchase a stated
amount of stock in the corporation at a stated price. An option is a
relatively low risk means of acquiring an equity interest in a corpora-
tion, since the option need not be exercised unless the value of the
stock increases during the option period. If the value of the stock
drops below the price at which the stock may be purchased (i.e., below
the option price), the employee can allow the option to lapse (al-
though ordinarily the employee would lose the amount which he may
have originally paid for the option, if any).

Under present law, employee stock options fall broadly into two
categories: "qualified" and nonqualified options. The former category
is governed by statutory rules which set forth conditions which the
option must meet in order to receive the favorable tax treatment ac-
corded "qualified" stock options under present law. Employee options
which do not satisfy these requirements (often called "non-qualified"
or "nonstatutory" options) are governed by rules set forth in the in-
come tax regulations (Regs. § 1.421-6) and by certain statutory7 rules
which apply generally to property transferred to employees m con-
nection with their performance of services (sec. 83).

Under present law, no income is recognized on the grant to a cor-
porate employee, or on his exercise of, a "qualified" option to receive
stock in the employer corporation (sec. 421). The stock acquired by
the exercise of the option is a capital asset in the hands of the em-
ployee and the income realized from the eventual sale of the stock is
generally treated as long-term capital gain or loss.'

No deduction is available to the employer, as a business expense
(under see. 162) with respect to either the granting of a qualified
stock option or the transfer of stock to the employee when he exercises
a qualified option.

A qualified option (meeting the requirements in sec. 422) must be
granted pursuant to a plan approved by the shareholders of the corpo-
ration. The option must, by its terms, be exercised within 5 years from
the date it is granted and the purchase price of the shares (option
price) may not be less than the fair market value of the company's
stock on the date when the option is granted to the employee. In adE-

1 Generally similar tax treatment is also available in the case of "restricted' stock
options, which were the predecessors to qualfied options, but restricted stock options areno toter bri ranted. and most restricted options which were granted in the past havenow been exercised or have lapsed.
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tion, any stock acquired under a qualified option may not be disposed
of within 3 years after it is transferred to the employee. The option
must also be exercised while the option holder is an employee of the
corporation, or within -three months after the termination of his
employment.

By contrast, nonualified stock options are generally subject to the
rules of section 83. Generally, under section 83, the value of a nonquali-
fled stock option constitutes ordinary income to the employee if the
option itself had a readily ascertainable fair market value at the time
it was granted to the employee. If the option did not have a readily
ascertainable value when granted, it would not constitute ordinary
income at the time it was granted; when the o option is exercised, how-
ever, the spread between the option price and the value of the stock at
thattine constitutes ordinary income to the employee.

As can be seen from the above description, qualified options have
the advantage that an executive is not required to pay any ordinary
income tax on the value of the option as such when the company grants
it to him, or on any "bargain element" which may exist if and when
he decides to exercise the option and purchase stock in the company.
(The bargain element is the excess of the fair market value of a share
of stock over its purchase price.) The employee is only required to pay
tax when he sells the shares purchased under the option. Further, if he
holds the shares for at least 3 years (as required for the option to
remain qualified) he is entitled to pay tax at capital gain rates on the
full amount of his gain (if any) over the price which he originally
paid to buy the shares.

Although an employee does not have to pay tax under the qualified
stock option rules at the time he exercises the option and receives
stock worth more than he paid for it, the bargain element is treated
as an item of tax preference under present law. This means that the
excess of the fair market value of the share at the time of exercise over
the purchase price paid by the employee is subject to the, 10-percent
minimum tax under present law (se. 57 (a) (6)).

Reasons for change
The principal reason for the present tax treatment of qualified stock

options is said to be that such treatment allows corporate employers
to provide "incentives" to key employees by enabling these employees
to obtain an equity interest in the corporation. However, it seems
doubtful whether a qualified stock option gives key employees more
incentive than does any other form of compensation, especially since
the value of compensation in the form of a qualified option is subject
to the uncertainties of the stock market. Moreover, even to the extent
a qualified option is an incentive, it still represents compensation and
the committee believes that as such it should be subject to tax in much
the same manner as other compensation. Moreover, to the extent that
there is an incentive effect resulting from stock options, it could be
argued that present law discriminates in favor of corporations (which
are the only kind of employers who can grant qualified options) as
opposed to all other forms of business organization.

The committee amendment is essentially the same as the House bill
except for a provision (which it expects will be used primarily by new



162

business ventures) permitting an employee, at his election, to require
that an option be valued at the time it is granted regardlesss of the
difficulty of ascertaining a fair market value at that time).

Explanation of provision
Under the committee amendment, present law will not apply to qual-

ified stock options granted after May 20, 1976, except in the case of
an option granted under a written plan adopted and approved on or
before that date, or under a plan adopted by a board of directors on
or before May 20, 1976 (even if the plan is approved by the share-
holders after that date).

Thus, generally, stock options granted after May 20, 1976,
whether or not qualified (under the requirements of section 422) will
be subject to the rules which apply today in the case of most non-
qualified options granted after June 30, i969 (sec. 83 of the code).
Under these rules, if an employee receives an option which has a read-
il-y ascertainable fair market value at the time its is granted, this value
(less the price paid for the option, if any) constitutes ordinary income

to the employee at that time.'
On the other hand, if the option does not have a readily ascertain-

able fair market value at the time it is granted, the value of the option
does not constitute income to the employee at that time, but would be
taxable to the employee when the option is exercised. The ordinary
income recognized at that time is the spread between the option price
and the value of the stock (unless the stock is nontransferable and
subjeet to a substantial risk of forfeiture).

Any option which is subject to the provisions outlined above (sec.
83) is not treated as a tax preference for purposes of the minimum tax.

To illustrate these rules, consider the case of a qualified option-'
granted to a corporate executive to buy 100 shares at $10 per share.
The employee exercises the option in full when the shares are selling
at $15 per share in the open market. Under the committee amendment,
this transaction would be treated (under sec. 83) as follows:

(a) At the time that the company grants the option to the execu-
tive, if the option as such has a readily ascertainable fair market value,
the value of the option (less any amount which he may have been paid
for it) is taxable to the executive as ordinary income.

(b) If the option itself does not have a reaailv ascertainable market
value, the executive will be subject to tax when le exercises the option
and acquires the shares under option to him. In this example, the
employee will be taxable on the $5 per share bargain element (or a
total of $500) at the time he exercises his option. This income will be
treated as compensation taxable at ordinary income rates.3

S-owever, if the option was nontranoferable and was also subject to a substantial risk
of forfeiture, recognition of income would be postponed until one or both of these encum-
brances is removed.

As insirated above, recognition of income could be nostponed if the stock is not trans-
ferable and if it is subject to a substantial risk of forfeiture. In this case, the tax is
imposed (at ordinary income rates) at the time when either of these two restrictions is
removed and the tax base is the excess of the fair market value of the shares at the time
when either of them two restrictions is removed over the amount which the employee
originally paid for the property. However, under section 51. an employee who receives
Rtoir (or other property) in his emniover corporation burdened by restrictions which
'-ould frec him from paying a tax at that time may. nevertheless, elect to pay tax on the
bargain element existing at that time. if the em Ioc makes this election and pays tax
when he exercises the option. any later increase in value of the shares will generally be
taxable to m as capital gain (rather than compensation income) when he disposes of
the shares.



Income recognized by the employee under these rules would gen-
eraly constitute earned income for purposes of the maximum tax on
earned income (sec. 1848).

(c) After the executive pays tax at ordinary income rates on the
compensation portion of the transaction, he would be entitled to add
the amount of ordinary income recognized to his basis in the shares.
Any further gain (realized when the employee sells the shares) would
generally be taxable as a capital gain.

(d) The employer corporation is entitled to a deduction (under
sec. 83) in an amount equal to the ordinary income realized by an
employee under the above rules. The employer's deduction accrues at
the time that the employee is considered to have realized compensa-
tion income.

The rules outlined above are not to apply to employee "stock pur-
chase plans" (described in sec. 423 of the Code) under which the
rank and file employees of a corporation (as well as the executives)
are afforded an opportunity to purchase corporate stock on a non-
discriminatory basis. The present Federal tax treatment of this type
of -plan is not affected by the committee amendment.
.The committee amendment also provides certain transition rules

so as not to disturb arrangements which were entered into in reliance
on present law. Under the transition rules, present law will continue
to govern qualified stock options granted pursuant to a written quali-
fied stock option plan which was adopted by the board of directors of
the corporation before May 21,1976. For purposes of this rule, it is im-
material whether the shareholders approve the plan before, on, or
after that date, although in order to be a qualified plan the share-
holders must approve the plan within 12 months before or after its
adoption by the board (sec. 422 (b) (1)). In order to retain its qualifica-
tion the option must be exercised by the employee before May 21, 1981
(i.e., within five years of the May 20, 1976 cutoff date). However,
this requirement does not have to be spelled out under the terms of the
option; it is sufficient if the option is actually exercised on or before
May 20, 1981.

In general, a plan is to be treated as having been "adopted" by the
board of directors of the corporation by May 20, 1976, only if all
of the action required for adoption has been completed by that date.
For example, if the plan had been adopted by the directors of a
corporation under procedures which were valid under State law, the
plan would generally be treated as having been "adopted" within the
meaning of the statute. For purposes of these rules, any amendment
of an existing plan to increase the number of shares which may be
granted under the plan is to be treated as a new plan. Thus options
granted as a result of k plan amendment adopted after May 20, 1976,
would not be qualified options. It is not necessary, however, in the
case of a plan adopted by May 20, 1976, for options to have been
Randd under the plan by that date or for the directors or share-

to have authorized the specific grant of options under the
plan to specific individuals.

If qualified options are granted under the transition rule, but the
options are not exercised until after May 20, 1981, the committee
intends that the option is to be treated as an option which did not have



a readily ascertainable fair market value at the time it was granted
(within the meaning of sec. 83(e) (3)). Thus, the value of the option
in this case would not constitute income to the employee when granted
(or at a time the transition rule expires), but if the option subsequently
is exercised, and if the fair market value of the stock exceeds the
option price, this excess will constitute ordinary income to the em-
plovee at the time of exercise.

The committee amendment also requires that all outstanding re-
stricted stock options (sec. 424) must be exercised on or before May 20,
1981, in order to receive the Federal tax treatment currently accorded
these options.

As under present law, in the event of a corporate merger, consolida-
tion or other reorganization, the employer corporation may substitute
a new option for an old option, as long as the new option and the old
option are substantially equivalent (sec. 425). Thus the surviving
corporation in a corporate merger could substitute options on its stock
for options on the stock of the nonsurviving corporation, so long as the
options were of equivalent value and the new option did not provide
for any additional benefits for the employee which he did not have
under the old option. These substitutions can occur after May 20, 1976,
on the same basis as before that date. (Of course, "old options" could
not be granted after May 20,1976, by the acquired corporation, except
as provided under the transition rules. However, if a corporation
adopted an option plan in 1974 and is reorganized in 1977 into a hold-
ing company with one or more operating subsidiaries, the holding
company may adopt the 1974 option plan and continue to grant
qualified stock options to the extent permissible had the reorganiza-
tion not occurred.)

The committee amendment also adds a new provision (which will
probably be used, for the most part, by new business ventures) which
allows an employee to elect early valuation of an option which does
not have a readily ascertainable fair market value at the time it is
granted. Tnder pre-ent law, as indicated above, tax would be post-
poned on a nonqualified option which does not have a readily ascer-
tainable fair market value until the option is actually exercised. At that
time, however, tax would be imposed at ordinary income rates, on the
excess of the fair market value of the stock over the option price.

Under the committee amendment, the employee could elect to treat
the value of the option as ordinary income. The amount taken into
income would be added to the employee's basis, and any gain ultimately
realized upon the sale of the stock would generally be taxed at capital
gain rates.

Of course, merely because the option is difficult to value does not
mean that the option has no value. The value would have to be deter-
mined under all the facts and circumstances of the particular case.
Among other factors to be taken into account would be the length of
the option period (the longer the period, the greater the chance that
the underlying stock might increase in value), the earnings potential
of the corporation, and the success (or lack of success) of similar
ventures. Corporate assets, including Patents. trade secrets and know-
how would also have to be taken into account.



IEffectiqe date
The amendments with respect to qualified stock options apply to

taxable years ending after May 20, 1976. The provision allowing an
employee to elect early valuation of an option applies to options
granted after the date of enactment in taxable years ending after thatdate.

Revene effect
This provision will increase budget receipts by $7 million in fiscal

year 1977, $20 million in fiscal year 1978, and $5 million in fiscal year
1981.
5. Legislators Travel Expenses Away From Home (see. 604 of the

bill and sec. 162 of the Code)

Present &M
Under present law, an individual is allowed a deduction for travel-

ing expenses (including amounts expended for meals and lodging)
while away from home in the pursuit of a trade or business (sec. 162
(a)). These expenses are deductible only if they are reasonable and
necessary in the taxpayer's business and directly attributable to it.
"Lavish or extravagant" expenses are not allowable deductions. In
addition, no deductions are allowed for personal, living, and family

except as expressly allowed under the code (sec. 262).
Orally, under section 262, expenses and losses attributable to a
dwelling unit which is occupied by a taxpayer as his personal residence
are not deductible. However, deductions for interest, certain taxes,
and casualty losses attributable to a personal residence are expressly
allowed under other provisions of the tax laws (sees. 163,164, and 165).

A taxpayer's "home" for purposes of the deduction for traveling
expenses generally means his principal place of business or employ-
ment. Where a taxpayer has more than one trade or business, or a single
trade or business which requires him to spend a substantial amount
of time at two or more localities, his "home" is held to be at his prin-
cipal place of business. A taxpayers principal place of business is
determined on an objective basis taking into account the facts and
circumstances in each case. The more important factors to be con-
sidered in determining the taxpayer's principal place of business (or
tax home) are: (1) the total time ordinarily spent by the taxpayer
at each of his business posts, (2) the degree of business activity at
each location, (3) the amount of income derived from each location,
and (4) other significant contacts of the taxpayer at each location.
No one factor is determinative.

In 1952, a provision was adopted with respect to the living expenses
paid or incurred by a Member of Congress (including a Delegate or
Resident Commissioner). Under these rules, the place of residence
of a Member of Congress within the congressional district which he
represents in Congress is considered his tax home. However, amounts
expended by the Member within each taxable year for living expenses
are not deductible in excess of $3,000. Therefore, a Member of Con-
gress (who does not commute on a daily basis from his congressional



district) 1 can deduct up to $3,000 of his expenses of living in the Wash-
ington, D.C. area.

These special rules do not apply in the case of a State legislator. As
a result, the tax home of a State legislator is determined in accordance
with the general rules described above. In a situation where a State's
legislature is in session for a significant portion of the year, that State's
legislators' homes, may, under these rules, be at the State capital rather
than in their legislative districts.

Reasons for change
In recent years, the sessions of many State legislatures have been

substantially lengthened. As a result, members of the various legisla-
tures are required to spend substantial portions of each year in the
State capital. In order to reimburse the legislators for the living
expenses incurred in connection with attending sessions in the
State capital, many legislatures provide a per diem for each day a
legislator attends a session of the legislature.

It is extremely difficult for many State legislators to determine their
tax homes under the facts and circumstances test of present law. First
the length of time that a State legislature is in session may vary sub-
stantially from year to year. Moreover, several State legislatures meet
only once every two years. In addition to the variation of time, a legis-
lator's income derived from his place of residence and from the State
capital will frequently vary. This problem is heightened by the fact
that the Internal Revenue Service will not issue an advance ruling
determining an individual legislator's tax home.

Consistent with their prior practice, many State legislators have con-
tinued to treat their residences in the districts they represent as their
tax homes and have filed their Federal income tax returns in accordance
with this practice, thereby deducting living expenses incurred in the
State capital. It has come to the committee's attention that the Service
is currently challenging this practice and determining the tax home
of a State legislator on a case-by-case basis. In some cases, this has
resulted in a determination that the legislator's tax home is the State
capital and in other cases, that his tax home is in the district that he
represents. If the Service determines that a legislator's tax home is the
State capital, deductions taken for living expenses incurred in con-
nection with the time spent at the State capital are disallowed. Al-
though a deduction will then be allowed for living expenses incurred
in the district the State legislator represents, in many cases the tax-
payer (having relied on prior practice) will not be able to substantiate
those expenses. The committee feels that this inconsistent treatment
has produced inequitable results for many State legislators.

For these reasons, the committee decided that the uncertainty of
present law as to the tax "home" of a State legislator should be clari-
fied by applying the same definitive rule that applies to Members of
Congress. Tn addition, the committee feels that State legislators should
be entitled to treatment similar to that presently accorded other
businessmen. Under present law, if an employer reimburses an em-
ploype for subsistence or provides an employee with a per diem allow-
ance in lieu of subsistence, the employee may generally deduct up to
$44 per day for subsistence expenses incurred in connection with

I Tnder the "overnight rule." travel away from home expenses (as dlstlnenlshed from
transportation expenses) generally cannot be deducted unless the taxpayer is away from
home on business overnight.
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travel away from home (on behalf of his employer) without the
requirement of substantiation.

The committee amendment is essentially the same as the House
bill in the case of State legislators. The House bill also dealt with the
tax treatment of Members of Congress by substituting for the $3,000
limitation under present law an amount to be determined by the
Internal Revenue Service for living expenses away from home (that is,
in Washington, D.C.) similar to that allowed for businessmen under
similar circumstances. The committee amendment deleted this pro-
vision in the House bill relating to Members of Congress.

Eu'plation of proi sin
The committee's amendment provides that the tax home of a State

legislator for purposes of the deduction for trade or business ex-
pended in connection with his trade or business as a legislator, is to

the place of residence of the State legislator within the district he
represents. The amendment, however, provides a dollar limitation on
the amounts that are to be allowable as a deduction in connection with
living expenses paid or incurred while away from home along the lines
of the limitation imposed upon business employees generaly. In gen-
eral, the dollar limitations are to be established by the Bureau of La-
bor Statistics for each calendar year by applying rules of reasonable-
ness and taking certain factors into account.

In the case of a State legislator, the Bureau of Labor Statistics is
trdotermine a dollar limitation on a State-by-State basis for each day
legislative participation. The factors to be taken into account are:
(1) the cost of living during the calendar year in the place where the
legislature meets and (2) amounts normally allowed as business ex-
penses of businessmen under similar circumstances. Deductions are
not to exceed the daily amount so established, multiplied by the total
number of days of legislative participation by the State legislator
during the calendar year. For this purpose, a day of legislative par-
ticipation is to include each day that the legislator's physical presence
is formally recorded during a meeting of the State legislature or a
meeting of a committee of the State legislature.

This provision is essentially the same as the House bill except that
under the committee amendment, the Bureau of Labor Statistics
rather than the Internal Revenue Service would determine the dollar
limitations on the amount allowed as a deduction.

Because of the uncertainty under present law with respect to the
tax home of State legislators, the committee also decided to provide
an election for the tax treatment for certain prior taxable years. Under
this election, a State legislator may, for this period, treat his place of
residence within his legislative district as his tax home for purposes of
computing the deduction for living expenses. If this election is made,
the legislator will be treated as having expended for living expenses
an amount equal to the sum of the daily amount of per diem generally
allowed to employees of the U.S. government for traveling away from
home, multiplied by the number of days during that year that the
State legislature was in session, including any day in which the legis-
lature was in recess for a period of four or less consecutive days. In
addition, if the State legislature was in recess for more than four
consecutive days, a State legislator may count each day in which his
physical presence was formally recorded at a meeting of a committee
of the State legislature. For this purpose, the rate of per diem to be



used is to be the rate that was in effect during the period for which
the deduction was claimed. In addition, the total amount of deductions
allowable pursuant to this election is not to exceed the amount already
claimed under a Federal income tax return filed by a State legislator
before May 21, 1976. For this purpose, amounts shall be considered
claimed under a return even though the taxpayer treated his
living expenses as an offset against any reimbursement of per diem he
received from the State legislature and, therefore, did not actually
set forth these expenses as a deduction on his income tax return. The
election is to be made at such time and in such manner as provided un-
der Treasury regulations.

These limitations are to apply only with respect to living expenses
incurred in connection with the trade or business of being a legislator.
The committee amendment does not impose a limitation on living ex-
penses incurred by a legislator in connection with a trade or busmess
other than that of being a legislator. As to other trade or businesses,.
the ordinary and necessary test of present law will continue to apply.

The committee amendment as to prior taxable years is essentially
the same as the House bill except that in determining the total number
of days of legislative partiepation, the committee amendment includes
any day in which the legislature was in recess for 4 or less consecutive
days.

The committee amendment deleted the provision contained in the
House bill which would have removed the $3,000 limitation for Mem-
bers of Congress and replace it with a limitation similar to that for
State legislators.

Effective dates
These provisions are to apply to taxable years -beginning after De-

cember 31, 1975. However, the provision relating to the election of
State legislators shall apply to all taxable years beginning on or be-
fore December 31, 1975, for which the period of assessing.or collect-
ing a deficiency has not expired before the date of enactment of this
bill.

Revenue effect
The revenue impact of this provision cannot be estimated until the

Bureau of Labor Statistics determines the deduction level.

6. Treatment of losses from certain nonbusiness guarantees

The Rouse bill contained a provision which treats a taxpayer who
hes a loss arising from the guarantee of a loan in the same manner as
where he has a loss from a loan which he makes directly. Thus, if the
guarantee agreement arose out of the guarantor's trade or business, the
guarantor would still be permitted to treat the loss as an ordinary loss.
If the guarantee agreement were a transaction entered into for profit
by the guarantor (but not as a part of his trade or business), the loss
would be treated as a short-term capital loss. This role, under the
House bill, also would apply in the case of a guarantor of a corporate
obligation.

The committee amendment deletes this provision in the House bill
because the committee was concerned about its effect on small
businesses.



G. ACCUMULATION TRUSTS

(Sec. 701 of the bill and sees. 644 and 665-669 of the Code)
Present lw

A trust is generally treated as a separate entity which is taxed in the
same manner as an individual. However, there is one important dif-
ference: the trust is allowed a special deduction for any distributions
of income to beneficiaries. The beneficiaries then include these
distributions in their income for tax purposes. Thus, in the case of in-
come distributed currently, the trust is treated as a conduit through
which income passes to the beneficiaries, and the income so distributed
retains the same character in the hands of the beneficiary as it possessed
in the hands of the trust.

If a grantor creates a trust under which the trustee is either re-
quired, or is given discretion, to accumulate the income for the benefit
of designated beneficiaries, however, then, to the extent the income is
accumulated, it is taxed at individual rates to the trust. An important
factor in the trustee's (or grantor's) decision to accumulate the income
may be the fact that the beneficiaries are in higher tax brackets than
the trust.

Present law provides that beneficiaries are taxed on distributions
received from accumulation trusts in substantially the same manner
as if the income had been distributed to the beneficiary currently as
earned, instead of being accumulated in the trust.

This is referred to as the throwback rule under which distributions
of accumulated income to beneficiaries are thrown back to the year in
which they would have been taxed to the beneficiary if they had been
distributed currently. The Tax Reform Act of 1969 revised the prior
throwback rule to provide an unlimited throwback rule with respect to
accumulation distributions.

The tax on accumulation distributions is computed in either of two
ways. One method is the "exact" method, and the other is a "shortcut"
method which does not require the more extensive computations re-
quired by the exact method. Under the exact method of computation,
the tax on the amounts distributed cannot exceed the aggregate of the
taxes that would have been payable if the distributions had actually
beenmade in the prior years when earned. This method requires com-
plete trust and beneficiary records for all past years, so that the dis-
tributable net income of the trust and the taxes of the beneficiary can
be determined for each year. The 'beneficiary's own tax then is recom-
puted for these years, including in his income the appropriate amount
of trust income for each of the years (including his share of any tax
paid by the trust). Against the additional tax computed in this man-
ner, the beneficiary is allowed a credit for his share of the taxes paid
by the trust. Any remaining tax then is due and payable as a part of
the tax for the current year in which the distribution was received.
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The so-called shortcut method in effect determines the tax attribut-
able to the distribution by averaging the distribution over a number
of years equal to the number of years over which the income was earned
by the trust. This is accomplished by including, for purposes of tenta-
tive computations, a fraction of the income received from.the trust
in the beneficiary's income for each of the B immediately prior years.
The fraction of the income included in each of these years is ase
upon the number of years in which the income was accumulated by the
trust.

Capital gain throwback rue.-Present law provides an unlimited
throwback rule for capital gains allocated to the corpus of an accumu-
lation trust. This provision normally does not apply to "simple trusts"
(any trust which is required by the terms of its governing instrument to
distribute all of its income currently) or any other trusts, which in fact
distribute all their income currently, until the first year they accumu-
late income. For purposes of this provision, a capital gains distribution
is deemed to have been made only when the distribution is greater than
all of the accumulated ordinary income. If the trust has no accumu-
lated ordinary income or capital gains, or if the distribution is greater
than the ordinary income or capital gain accumulations, then to this
extent it is considered a distribution of corpus and no additional tax
is imposed.

Reason for change
The progressive tax rate structure for individuals is avoided if a

grantor creates a trust to accumulate income taxed at low rates, and
the income in turn is distributed at a future date with little or no
additional tax being paid by the beneficiary, even when he is in a high
tax bracket. This result occurs because the trust itself is taxed on the
accumulated income rather than the grantor or the beneficiary.

The throwback rule (as amended by the Tax Reform Act of 1969)
theoretically prevents this result by taxing beneficiaries on distribu-
tions they receive from accumulation trusts in substantially the same
manner as if the income had been distributed to the beneficiaries cur-
rently as it was earned. The 1969 Act made a number of significant
revisions in the treatment of accumulation trusts. In applying the
throwback rule to beneficiaries with respect to the accumulation distri-
butions they receive, the Act provided two alternative methods, as in-
dicated above, the exact method and the shortcut method. A number of
administrative problems have resulted in the application of these
alternative methods for both the Internal Revenue Service and the
beneficiaries.

For example, trustees are under an obligation to the beneficiaries
of the trust to compute the throwback under the rule which results
in the least tax; thus, the shortcut method, which was intended to
simplify calculations and eliminate recordkeeping problems involved
with the exact method has not achieved this result because trustees
must compute the tax under both methods. As a result, the committee
believes it is more desirable to have one simplified method rather than
having two alternative methods in anplying the throwback rule. In
the case of multiple trusts, however, the committee is conce-rod about
the potential tax avoidance use of such trusts. As a result, the com-
mittee amendment provides a special rule in the case of accumulation

- A



distributions received by any beneficiary from three or more trusts.
In addition, the committee is aware that a number of questions have

been raised as to whether the capital gains throwback rule, which was
enacted in the 1969 Act, presents more complexity in its application
than is warranted by the concerns raised in 1969 with respect to cap-
ital gains. The committee believes it, is appropriate to repeal the
capital gains throwback rule and provide instead a rule to deal more
directly with the transferring of appreciated assets by grantors into
trusts.

The committee has also reviewed other aspects of the tax treatment
of accumulation trusts and provided modifications to make the rules
easier to apply and be administered. For example, the committee
amendment provides an exemption for the income accumulated in a
trust during the minority of a beneficiary, as was provided in the law
under the throwback rule before 1969.

Emplantiort of provision
The committee amendment substitutes for the two alternative

methods used in computing the throwback rule for 'accumulation dis-
tributions a single method, which is a revision of the present "short-
cut" method. The new shortcut method provided under the committee
amendment determines (in effect) the tax attributable to the distribu-tion by averaging the distribution over a number of years equal to the
nun ber of years over which the income was earned by the trust. This is
accomplished by including, for purposes of tentative computations,
fraction of the income received from the trust in the bneficiary's in-
come for each of the 5 preceding years (rather than the 3 preceding
years under present law).' The fraction of the income included in each
of these years is based upon the number of years in which the income
was accumulated by the trust (as determined under present law). This
average amount is added to the beneficiary's taxable income for these
years (rather than requiring the recomputation of his tax returns as
under present law) .2

Of these 5 preceding years, the year with the highest taxable income
and the year with the lowest would not be considered; in effect, then,
the computation of the additional tax on the accumulation distribution
under this shortcut method is based, as under present law, on a 3-year
average basis.

In general, except as indicated below, the present rules under the
shortcut method continue to apply. Thus, if the accumulated income
is attributable to 10 different years (although the trust may have
been in existence longer than 10 years) then one-tenth of the amount
distributed would be added to the beneficiary's taxable income in each
of the 3 years. The additional tax is then computed with respect to
these 3 years and the average yearly additional tax for the 3-year
period is determined. This amount is then multiplied by the number of

'The accumulated income which is to be included In the beneficiary's income for any year
under the shorteut method Is the income of the trust which would have been included
in the beneficiary's income if the trust had made the distributions currently rather than
accumulating the income. As a result, the character of any tax-exempt Interest would be
carried with the accumulated income and, thus, would not be subject to tax to the
beneficiary.

2For purposes of adding the accumulated income to the taxable income of a beneficiary
for a year. the beneficiary's taxable income may not be less than zero. Thus, if in any
year to which the shortut method apple a beseficary has a net oeratng loans, the
beneficiary's taxable Income for that particular year will be treated as ero.
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years to which the trust income relates (10 in this example). The tax
so computed may be offset by a credit for any taxes previously paid
by the trust with respect to this income and any remaining tax liability
is then due and payable in the same year as the tax on the beneficiary's
other income in the year of the distribution. Under the committee
amendment, no refunds or credits are to be made to any beneficiary or
a trust as a result of any accumulation distributions.

The committee amendment provides a special rule to deal with
multiple trusts where a beneficiary receives an accumulation distribu-
tion from more than two trusts with respect to the same year. Under
this rule, in the case of a distribution from the third trust (and any
additional trusts), the beneficiary is to recompute his tax under the
revised shortcut method in the same manner as indicated above except
that no credit is to be given for any taxes previously paid by the trust
with respect to this income. The committee amendment provides a de
minimis rule under which this special multiple trust rule is not to ap-
ply. Under this de minimis rule, the special multiple trust rule is not
to apply where an accumulation distribution from a trust (including
all prior accumulation distributions from the trust to the beneficiary
for that same year) is less than $1,000.

The committee amendment provides that the throwback rule is not
to apply to any distributions of income accumulated for a beneficiary
while he was a minor; that is, before the birth of such beneficiary or
before the beneficiary is 21 years of age. This exception for mmors,
however, is not to apply in the case of distributions covered under the
multiple trust rule.

The committee amendment also modifies the present rules in deter:
mining when an accumulation distribution is made. Under present
law, if a trust has deductions taken into account in determining dis-
tributable net income, for example, fees which are chargeable to corpus,
the trust accounting income (as defined under section 643(b)) will
exceed the distributable net income of the trust In this case a distribu-
tion of the current year's trust income to a beneficiary, which other-
wise is technically the accounting income of the trust for the year, is
treated as constituting an accumulation distribution of the trust. To
deal with this situation, the committee amendment provides a rule that
a distribution made or required to be distributed by a trust to a bene-
ficiary in a year which does not exceed the income of the trust for the
year is not to be treated as an accumulation distribution for that year.

The House bill is the same as the committee amendment with respect
to these revisions of the throwback rule.

The committee amendment also repeals the capital gain throw-
back rule under present law. The committee amendment, however,
provides a special rule to cover the possible abuse where the grantor
places in trust property which has unrealized appreciation in order to
shift the payment of tax to the trust at its lower progressive rate struc-
ture (sec. 644). Under this rule. where the fair market value of property
which is Placed in trust exceeds the price paid (if any) for the prop-
ertv bv the trust (i.e., where there is any bargain element in connection
with the transfer) and the trust sells the property within two years of
its transfer to the trust, the tax on the gain (called the "includible
gain") to the trust will be equal to the amount of additional tax the
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transferor would have paid (including any minimum tax 0) had the
gain been included in the gross income of the transferor for his taxable
year in which the sale occurred. In essence, the committee amendment
treats such gains as if the transferor had realized the gain and then
transferred the net proceeds from the sale after tax to the trust is
corpus.

However, where the transferor before the sale dies within the two-
year period so that it would not be possible to use the rate brackets of
the transferor, the bill makes the provision inapplicable. Consequently,
in such a case, the tax on the gain would be taxed at the trust's rates.
In order to prevent circumvention of the two-year period through a
short sale during such period, the bill also contains a rule which ex-
tends two-year period to the closing of the short sale.

For purposes of determining whether the property is a capital asset
subject to favorable capital gains treatment, the bill contains a rule
under which the character of the property is to be determined by
looking to the character of that property in the hands of the trans-
feror. Consequently, where section 644 applies, the gain on the sale
of the property will not be entitled to capital gains treatment if the
property would not have been a capital asset in the hands of the trans-
feror even if the property is a capital asset in the hands of the trust. In
addition, the hill contains a rule which attributes the activities of the
trust with respect to the property to the transferor for this purpose.
In effect, the provision treats the trust as the agent of the transferor
so that the trust's activities are attributed to the transferor.

The "includible gain" is the lesser of the amount of gain recognized
by the trust or the amount of gain that the trust would have realized
had the property been sold immediately after it was transferred to
the trust.' Therefore, the transferor cannot use the trust's lower pro-
gressive rate structure to tax gain that occurred while he owned the
property. Any additional gain that occurs after the property is trans-
ferred to the trust is subject to the normal rules for gains realized by
the trust.

In order to prevent double taxation of the "includible gain", the
committee amendment excludes the includible gain from the taxable in-
come of the trust. Thus, the tax on the remaining income of the trust
(including additional gain on the property occurring after the trans-
fer to the trust) will be computed without regard to that includible
gain. Similarly, since the "includible gain" is excluded from the trust's
taxable income, that gain is not included in the trust's distributable
net income and, consequently, the includible gain also will not be taxed
to the beneficiary if the gain is currently distributed to him. Moreover,
since the includible gain is not in the trust's distributable net income,
that gain will not be subject to the accumulation distribution rules

' For purposes of computing the minimum income tax portion of the section 644 tax,

the amount of tax paid by the transferor shall be deemed to Include the tax determined
under section 644 other than the portion attributable to the application of the minimum
income tax.

' Under the committee amendment, the hasis of the property for purposes of determining
the amount of the "tnciudihie gain' is the trust's basis immediately after Ita transfer to
the trust. Consequently, this basis includes any increases in basis under section i15(d)
(relating to Increased baMlo for lift tax paid). The bill also contains special rules where
the trust sells the property within the two-year period and elects to report the gain on
the installment sales method of accounting (see. 453). In such a case, the provision, is
essence, treats each installment as a sale or exchange to which the normal rules of action
644 apply.



(under subpart D) where the gain is first accumulated and then dis-
tributed in a subsequent year.

Where the trustee of the trust does not have sufficient information
about the transferor to compute the tax on the includible gain, it is
expected that the Internal Revenue Service will issue regulations under
which the trustee will state in the tax return that he does not have
sufficient information and that, in such a case, the Service will compute
the tax attributable to that gain. It is also expected that the Service
will issue regulations providing rules where the transferor's taxable
income or tax is affected by subsequent events such as a loss carryback
or adjustment by the Internal Revenue Service. The special rule on
transfers of appreciated property is not to apply to property placed
in charitable remainder trusts or pooled income funds or to property
acquired by a trust from a decedent.

There will be some cases where, because the trust is on a fiscal year,
it will not be possible for the trustee to ascertain the tax that the trans-
feror would have paid had the transferor realized the gain because the
sale occurs within a taxable year of the transferor which ends after the
end of the taxable year of the trust in which the sale occurs. For ex-
ample, assume that the transferor uses a calendar year and the trust
uses a fiscal year ended June 30, the transferor transfers appreciated
property to the trust in 1977, and the trustee sells the property during
the first six months of calendar year 1978. In such a case, the tax re-
turn of the trust for the year in which the sale occurred (fiscal year
ended June 30, 1978) is due on October 15, 1978. However, the tax re-
turn of the transferor for the year in which the sale occurred (calen-
dar year 1978) is not due until April 15, 1979. In such a case, the bill
provides a rule under which the trust will report the gain in its tax
return due October 15, 1979, but the tax on the gain will be increased
by an additional amount representing, in effect, the interest on the one-
year delay in reporting the gain. Where the trust terminates during
this one-year period, it is contemplated that the Treasury will issue
rules making such gain reportable in the return of the trust for its last
taxable ear.

The House bill also provides for the repeal of the capital gain throw-
back rule. However, in its place, the House bill provides that the
property transferred to the trust would have a 2-year holding period
in order to qualify for long-term capital gain treatment with respect
to the unrealized appreciation in the property at the time it is placed
in trust. The committee amendment, as indicated above, taxes the
appreciation to the trust at the grantor's rates rather than providing
for a special 2-year holding period for capital gain treatment.

Effective date
The amendments made by this provision to the accumulation dis-

tribution rules are to apply generally to distributions made in taxable
years beginning after December 31,1975. In addition, a special rule has
been added by the committee amendment to permit the revised accumu-
lation distribution rules to apply to a distribution made before the
general effective date of these amendments where the distribution
occurred by reason of the Internal Revenue Service terminating the
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existence of the trust before the general effective date so long as the
actual distribution occurs after the general effective date of these
amendments. The amendment made with respect to the taxation of
gain arising from sales of property within two years of its transfer in
trust are to apply to transfers made after May 21, 1976.

Revenue effect
It is estimated that this provision will not have a significant effect

on budget receipts.



H. CAPITAL FORMATION

1. Investment Tax Credit General (sec. 801 of the bill, see. 46
and 48 of the Code, and sec. 301(c) of the Tax Reduction Act
of 1975)

Present law
Present law provides a 10-percent investment credit for the period

beginning January 22, 1975, and ending December 31, 1976. (For the
period when the basic rate is 10 percent, a corporate taxpayer may
elect an 11-percent credit if an amount equal to the additional one
percent is contributed to an employee stock ownership plan.) There-
after, the rate is to revert to 7 percent (4 percent with respect to
certain public utility property). The investment credit is available
for: (1) tangible personal property; (2) other tangible property (not
including a building and structural components) which is an integral
part of manufacturing production, etc., or which constitutes a re-
search or storage facility; and (3) elevators and escalators. Generally,
the credit is not available with respect to property used outside the
United States.

To be eligible for the credit, the property must be depreciable prop-
erty with a useful life of at least 3 years. Property with a useful life
of 3 or 4 years qualifies for the credit to the extent of one-third of its
cost; property with a useful life of 5 or 6 years qualifies with respect
to two-thirds of its cost; and property with a useful life of 7 years
or more qualifies for the credit to the full extent of the property's cost.
(However, in the case of used property, not more than $50,000 of
cost may by taken into account by a taxpayer as qualified investment
for purnoses of the credit for a taxable year. For 1975 and 1976, the
$50,000 limit is increased to $100,000.)

Generally, property becomes eligible for the credit when it is placed
in service. The investment credit is also available before the property is
placed in service, as progress expenditures are made.

The amount of the credit that a taxpayer may take in any one year
generally cannot exceed the first $25,000 of tax liability (as otherwise
computed) plus 50 percent of the tax liability in excess of $25,000. In-
vestment credits which because of this limitation cannot be used in the
current year may be carried back 3 taxable years and then carried
forward 7 taxable years and used in those years to the extent permis-
sible within the limitations applicable in those years. (In the case of
public utility property, the 50-percent limit is increased to 100 percent
for 1975 and 1976, 90 percent for 1977, 80 percent for 1978, 70 percent
for 1979. and 60 percent for 1980. The limit reverts to 50 percent for
1981 and later years.)

Present law provides for a recapture of the investment credit to
the extent property is disposed of before the end of the period which
was used in determining the amount of the credit originally allowed.
In these cases the tax for the current year is increased by the reductions
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in investment credits which would have resulted if the credit were

mputed on the basis of the actual useful life of the property rather
than its estimated useful life.

Reason for change
Since 1962, the investment tax credit has been changed seven times.

Thus, the credit has been changed once every two years on average.
In reviewing the composition of the current economic recovery, your
committee has been concerned that investment in plant and equip-
ment has been low and when adjusted for price changes, actually
declined in 1974 and 195. Projections for 1976 indicate a possible
increase in real investment; however, because most industries are still
operating well below capacity, the immediate demand for investment
maj not be strong in 1976.

Long-run projections of the labor force indicate that substantial
amounts of plant and equipment will be needed in the 1980's in order
to provide the necessary capital to fully employ these additional work-
ers. Also, because of various environmental regulations passed by the
Congress, additional investment will be needed to met our environ-
mental objectives.

To ensure that these long-run capital formation needs will be met
as well as to provide some additional stimulus to investment now,
your committee provides for a permanent extension of the 10-percent
investment tax credit. In making the investment tax credit permanent,
your committee intends to materially reduce the uncertainty sur-
rounding the credit which may be currently limiting its effectiveness,

EXPlantion of proigion
The committee amendment permanently extends the investment

tLax credit at a 10-percent rate and permanently increases from $50,000
to $100,000 the limit on the credit of investment in qualified used
property. The House bill would have increased the investment tax
credit to 10 percent and the limit on used property to $100,000
through 1980. Under the House bill, the credit would revert to 7 per-
cent (4 percent in the case of certain public utilities) in 1981.

Elective date
The committee amendment becomes effective for taxable years be-

ginning after December 31,1976.
Revenue effect

This provision will reduce budget receipts by $1,300 million in fiscal
year 1977, $3,306 million in fiscal year 1978, and $3,814 million in fiscal
year 1981.

2. Refunds of Unutilized Investment Tax Credits (sec. 802 of the
bill and sec. 6201 and 6401 of the Code).

Present Zaw
Under present law, the investment tax credit generally cannot in any

taxable year exceed the first $25,000 of tax liability plus 50 percent of
the tax liability in excess of the $25,000. Investment tax credits which
cannot be used because of this limitation may be carried back 3 taxa-
ble years and used in those years to the extent possible within the
limitation and then carried forward 7 taxable years and used in those



years within the limitation. (In the case of public utilities, the 50-
percent limitation increases to 100 percent in 1975 and 1976, 90 percent
in 1977,' 80 percent in 1978, 70 percent in 1979, 60 percent in 1980, and
50 percent thereafter.)

Reasons for change
During the past several years, a significant number of taxpayers htve

experienced either losses or low incomes in relation to their sales. Yet,
to remain competitive, they need to continue, or in some cases to in-
crease, their levels of investment. Because of the particular pattern
over time of their losses or low income, the current limitations on tb
investment tax credit would not permit many of them to fully utilize
their credits. This in turn may reduce the effectiveness of the credit
as an incentive for investment. Accordingly, your committee provides
that unutilized investment tax credits earned in 1976 or later years,
which, after the full application of the carryback and carryforwards
of the credit are still unutilized, are to be refundable at the end of the
carryforward period. Thus, credits arising in 1976, if not utilized in
prior or subsequent years, are to the extent remaining unused to be
refunded at the end of 1983.

Explanation of provision
The committee amendment provides that investment tax credits

which are earned with respect to property which becomes eligible for
the investment tax credit on or after January 1, 1976, and which
cannot be used during the 3-year carryback and 7-year carryforward
period are to be refundable at the expiration of the carryforward
period. Thus, taxpayers who are unable to use investment tax credit
resulting from investments in 1976, and over the next seven years (as
well as the previous 3 years) will be entitled to a refund of such credit
beginning in 1984.

The House bill does not contain a comparable provision.
Effective date

This amendment is effective with respect to credits earned after
December 31,1975.

Revenue effect
It is estimated that this provision will not affect revenues until

1984. In that year it is estimated that this provision will result in a
reduction of $300-$500 million in revenues.
3. Expiring Investment and Foreign Tax Credits (see. 803 of

the bill and sec. 46 and 904 of the Code)

Present law
Under present law the investment tax credit for any year generally

cannot exceed the first $25,000 of tax liability plus 50 percent of the
tax liability in excess of $25,000. If the amount of investment tax
credit for any year exceeds the applicable limitation based on the
amount of tax liability for that year, the excess is generally an invest-
ment credit carryback to each of the three preceding taxable years
and an investment credit carryover to each of the seven following tax-
able years and, subject to certain limitations, is added to the amount
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allowable as a credit for those years (see. 46(b) ).' If any portion of a
credit remains after application to the carryback and carryover per-
iods, the unused portion expires and cannot be used subsequently by
the taxpayer.

With respect to the foreign tax credit, current law provides, subject
to certain limitations, for a two-year carryback and five-year carry-
forward of unutilized foreign tax credits (sec. 904). As in the case
of the investment tax credit, any portion of a credit which remains
unused after the application of the two-year carryback and five-year
carryforward expires and cannot be used subsequently by the taxpayer.

Reasons for change
During 1970-1971 and 1974-1975 the economy suffered two serious

recessions. Moreover, in certain industries the setbacks suffered in 1970
have continued through the past few years. Nonetheless, in order to
remain competitive domestically and internationally, many firms in
these industries have continued to invest in new plant and equipment
in the U.S. and maintain their overseas business operations. In some
cases, funds have been brought back from overseas to support domestic
operations. However, where domestic operations have subsequently
worsened and created net operating losses, these losses have often elim-
inated the domestic income in the earlier years and resulted in carry-
forwards of previously absorbed tax credits. The committee is con-
cerned that the expiration of the carryforward period for both of these
credits may adversely effect the domestic investment programs

mf U.S. firms, and, as such, impact adversely on the long run
structure of capital formation in the economy. To mitigate these
problems the committee amendment provides that investment and
foreign tax credits which would otherwise expire in 1976 (e.g. invest-
ment credits earned before 1970 and foreign tax credits earned in
1971) may be carried forward two additional years. It is the in-
tention of the committee in providing this additional carryforward
(for credits that would otherwise expire in 1976) to make it possible to
use these credits against income generated in these two additional
years. In addition, this will provide time in the next two years to see
whether any other relief needs to be provided in these cases.

Ezpatnation of provision
The committee amendment provides that investment and foreign

tax credits that may be carried over to 1976, but which would other-
wise expire after this year may be carried over for two additional years,
to 1977 and 1978. This additional carryforward in the case of the in-
vestment credit does not apply to credits that might expire in 1977
or 1978, but only to credits which would expire in 1976. Similarly, the
additional carryforward in the case of the foreign tax credit does not
apply to credits expiring in 1977 or 1978.

The House bill contains no comparable provision.

Effective date
This provision is effective for foreign tax or investment credits

which would otherwise expire after being carried forward to tax
years ending in 1976.

1 However, pre-1971 investment credits are allowed a 10-year carryover.



Revenue effect.
It is estimated that this provision will result in a decrease in budget

receipts of $14 million in fiscal year 1977 and $30 million in fiscal year
1978.

4. Additional 2-percent Investment Credit for employee stock
ownership plans (ESOPs) and certain other changes (see. 804
of the bill. secs. 46, 401, 415, and 1504 of the Code, and see.
301(d) of The Tax Reduction Act of 1975

Prese8t law
Under present law, employee compensation paid in the form of

employer contributions under an employee stock ownership plan
(ESOP) is treated as deferred compensation for tax purposes. that is,
the employee generally is not taxed on these employer contributions
until they are distributed under the plan.

ESOPs are generally designed to be tax-qualified plans. In order
to qualify, a plan must, for example, satisfy rules prohibiting discrim-
ination in favor of highly paid employees, and it must meet standards
relating to employee participation, vesting, benefit and contribution
levels, the form of the benefits, and the security of the benefits. Al-
though, in limited circumstances a contribution to a plan can be with-
drawn by the employer if it is made by mistake, the tax law does not
permit withdrawal of a contribution merely because it is not deducti-
ble. Under the tax law, if a plan meets these requirements, in addition
to deferral of employee tax on employer contributions the employer
is allowed a deduction (within limitations) for his contributions, the
income earned on assets held under the plan is generally not taxed
until it is distributed, special 10-year income averaging rules apply to
distributions made in a lump sum, and estate and gift tax exclusions
are provided.

An ESOP uses a tax-qualified stock bonus plan ' or a combination
of a qualified stock bonus plan and a qualified stock money pension
plan.' It is a technique of corporate finance designed to build beneficial
equity ownershin of shares in the emnlover corporation into its em-
plovees substantially in proportion to their relative incomes, without
requiring any cash outlay on their part, any reduction in pay or other
employee benefits, or the surrender of any rights on the part of the
employees.

Under an ESOP, an employee stock ownership trust generally
acquires stock of the employer with the proceeds of a loan made to it
by a financial institution. TypicallV, the loan is guaranteed by the
employer. The employer's contributions to the employee trust are ap-
plied to retire the loan so that, as the loan is retired, and as the value
of the employer stock increases, the beneficial interest of the e.mplov.es
increases. Of course, if the employer fails to make the required co-
tributions, or if the value of the employer's stock declines, the ben-
ficial interest of the employees declines.

t A qualified stock bonus plan is required to distribute benefits in the form of employerstock.
2 A cnslon plan -hich invests in employer securities, and under which employer cay-

trions are credited to the separate accounts of employee. Au employee's benefits
under such a plan are based upon the balance of his account.
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Under present tax law, an employer is entitled to an additional per-
centage point of the investment tax credit 8 (11 percent rather than
10 percent) if it contributes the additional credit to an employee
trust which satisfies the requirements of the Tax Reduction Act of
1975. The ESOP, which may be a qualified or nonqualified plan, must
satisfy special rules as to vesting,4 employee participation, 5 allocation
of employer contributions benefit and contribution limits,' and
voting of stock held by a trust under the plan.8 The vesting, alloca-
tion, and voting rules are generally considered more favorable to rank
and file employees than those which are required for tax qualification.

Reason for chane
Several problems have arisen under the investment tax credit rules

designed to encourage the adoption of ESOPs. For example, because
the additional investment tax credit is only available for a short period,
many employers have not become aware of it in time to establish
an ESOP. This lag in recognition of the new provisions and uncer-
tainty as to how they would be applied probably accounts for the
modest number of ESOPs established under the investment tax credit
rules.9 Also, because of the short period during which investments
may qualify for the additional credit, some employers have found
that the cost of establishing an ESOP un-der the investment tax credit
rules is unreasonably high in relation to the benefits of the plan.

The investment tax credit recapture and redetermination rules are
another factor which has discouraged the adoption of ESOPs. Under
those rules, if a portion of the additional investment tax credit is recap-
tured or the credit is redetermined by the Internal Revenue Service
to be a smaller amount than claimed, the employer must bear the cost
of repaying the excess credit; he cannot recover it from the employee
trust under an ESOP.

Special problems have discouraged the adoption of ESOPs by regu-
lated utilities. Publicly regulated utilities have been reluctant to estab-
lish ESOP's under the investment tax credit rules because they are
concerned that regulatory commissions will require that the additional
investment tax credit be "flowed-through" to customers. If the regula-
tory commissions take that position, the utilities will be required, in
effect, to pay out the additional investment tax credit twice-once to
the ESOP and then again to the customers.

Ezplenatio of rovision
Under the committee amendment, an employer is entitled to two

additional percentage points. of investment tax credit (12 percent

-The additional credit Is allowed with respect to qualifying investments made after
Januarv 21. 1975. and before Januarv i. 1977.

'flach participant's right to stock allocated to his account under these rules must be
nonforfeftRble.5

Mrhe EOP must satisfy the same participation rules applicable to qualified plsns.
*An employee who participates in the plan at any time during the year for which an

employer contribution is made is entitled to a share of the employer contribution based
unon the amount of compensatlon paid to him by the employer. Only the first $i.,000
ifemiDove eompnestion is considered for purposes of the plan.

'The 1501P is subject to the same benefit and contribution limitations applicable toqnslified plans.
.Employees msst be entitled to direct the voting of employer stock allocated to their

accounted under the employee trust. The plan need not permit employees to direct the
voting of unallocated employee stock held by the trust. .

As of March 31, 1976. 22 applications were pending in the 'IRS for determination
letters with respect to E11501s under the investment credit rules. As of that date, three
favorable determination letters were issued under those rules and two cases were closed
without the issuance of a letter.
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rather than 10 percent) if he contributes employer securities equal in
value to the additional credit to an ESOP which satisfies the Tax Re-
duction Act of 1975. Consequently, the ESOP is funded by a reduction
of the employer's tax liability.

The committee amendment also makes a number of technical modi-
fications in the investment tax credit ESOP provisions of the Internal
Revenue Code and the Tax Reduction Act of 1975. These modifications,
discussed below, are designed to overcome problems faced by com-
panies which wanted to establish employee stock ownership plans
under that Act. The House bill did not provide an additional invest-
ment tax credit in these cases or deal with the technical modifications.

Flow-through of investment tax credit.-Because the entirt addi-
tional investment tax credit is intended to go to the employees partici-
pating in an ESOP, the entire investment credit is not to be available
to a company if a public service commission requires a utility to flow
through any part of that additional credit through to the consumer.

Recapture and redetermination of tax credit.-Where an investment
credit is subject to recapture or a company's income or investment is
redetermined with the result that the investment tax credit should be
decreased, under the committee amendment, the amount of decrease
can be applied to offset employer contributions for other years.
Time of contribution

Under the committee amendment, where the full amount of invest-
ment tax credit is not allowed for a year because the credit is limited
on the basis of the tax for the year, the additional credit can be con-
tributed to the plan as it is allowed. Also, it is the committee's inten-
tion that if the investment credit is carried back from the year of
investment in qualifying property to a prior year, the additional in-
vestment credit which is allowed as a result of the carryback is to be
contributed to the ESOP for the year of the investment and is to be
allocated to plan participants in the same manner as if it had been
allowed in the year of investment.

Administrative expenses.-Limited amounts of administrative ex-
penses for establishing an ESOP can be charged to an investment
tax credit ESOP under the committee amendment The maximum
amount which may be charged is 10 percent of the first $100,000 of
the amount required to be transferred to the ESOP for the taxable
year in which the plan is established, and 5 percent of any additional
amount for such year. In addition, on-going costs of administration
(up to 10 percent of the first $100,000 of the trust's dividend income
plus 5 percent of the remaining dividend income) could also be
charged to an ESOP.

Employee participation.-Generallv, under the committee- amend-
ment an investiment tax credit ESOP must cover all employees who
want to participate, except that employees with less than 3 years of
service or under age 25 may be excluded.

Definition of employer seouritie.-In order to extend the benefits
of employee stock ownership to "brother-sister" corporations and
"second-tier" parent-subsidiary groups, the committee amendment
permits the stock of a member of a controlled groun of corporations
to be used as employer securities for another member of the group.
This rule also permits the stock of a parent corporation to be used as
employer security with respect to a subsidiary where the parent owns
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80 percent or more of the subsidiary's voting stock but does not own at
least 80 percent of the subsidiary's nonvoting stock which is limited
and preferred as to dividends. In this situation, the subsidiary's stock
couldalso be used as employer securities.

Consolidatsd return.-The rules for determining whether thereis a sufficient affiliation between corporations to permit the filing of
a consolidated return would be applied without regard to employer
securities held by an ESOP.

Comfpenation.-Under the committee amendment, a participant's
compensation is defined to be the same as under rules of the Code
which limit contributions to qualified plans.

Fiduiary matters and plan participation.-The committee amend-
ment makes clear that an ESOP is not to be disqualified under any rule
of the tax law because it acquires or holds employer securities under
the investment tax credit rules. Thus, an ESOP could acquire and hold
employer securities without being required to satisfy a requirement
that the plan be for the "exclusive benefit" of employees. Additionally,
because it is anticipated that ESOPs may borrow in order to acquire
employer securities in addition to those required to be transferred to
the plan, the committee amendment clarifies present law by providing
that a fiduciary of an investment tax credit ESOP can make loans to
the plan.

Generally, under the committee amendment an investment tax credit
ESOP must cover all employees who want to participate, except that
employees with less than 3 years of service or under age 25 may be ex-
dded. Under the committee amendment, if an employee is represented
by a union which does not elect to have its members participate under
an ESOP, the individual employees could nevertheless elect to partici-
pate in the plan. Additional y, ESOPs would not be considered em-
ployee benefit plans, employee pension plans, or employee welfare
plans under Federal law (except tax law).

Permanent plan.-The committee amendment also makes clear that
an ESOP which satisfies the investment tax credit rules does not fail
to be a permanent program merely because employer contributions are
not made for a year if the additional investment tax credit is not avail-
able for the year (for reasons other than the employer's failure to
make the contribution).

Grae period.-A grace period is provided by the committee amend-
ment in order to allow employers who wished to establish investment
credit ESOPs under the Tax Reduction Act of 1975 to take advantage
of the other changes made by committee amendment. If, before the
expiration of 90 days after the enactment of this bill, an employer
establishes a written plan which meets the requirements of the Tax
Reduction Act and, before the end of the 90-day period, transfers to
the plan the amount it would have been required to transfer to the
plan in order to claim the additional 1-percent investment tax credit
for its taxable year which includes August 1, 1975, the employer may
claim the credit for that taxable year.

Other provi8io -In situations where the value of employer stock
can be expected to increase rapidly, the rule of present law limiting
the annual addition to the account of a participant in a defined con-
tribution plan to $25,000 (plus a cost,of-living adjustment) may dis-
courage the establishment of an ESOP designed to acquire employer



stock from a present shareholder by causing the shareholder to suffer
an unacceptable level of dilution of his interest in the company. In
order to remove this barrier to ESOPs, the committee amendment
doubles the dollar limitation provided by present law in the case of
defined contribution plans but the additional amount may only con-
sist of employer stock. Also, under the committee amendment, the
limitation on benefits which may be provided under a defined benefit
plan would be reduced where the additional defined contribution limi-
tation is allowed for an ESOP. In order to assure that the doubled
allowance is not available to a plan unless rank-and-file employees are
the chief beneficiaries of the plan, however, under the amendment, the
doubled allowance is not available for a plan if more than one-third
of the employer contributions to the plan for a year are allocated to
employees who are officers or shareholders, or whose compensation for
the year exceeds twice the amount of the dollar limitation ordinarily
applicable to the annual addition to the account of a participant in a
defined contribution plan. (This is not intended to affect any' determi-
nation of which employees are considered highly compensated for pur-
poses of the coverage and nondiscrimination requirements applicable
to qualified plans generally.) For this purpose, employees who hold 10
percent or less (determined with attribution rules) of the employer's
stock (outside of the ESOP) are not considered shareholders,

Efective dates
The additional 2 percentage points of investment credit available

in connection with an ESOP is to become available after December 81,
1976.

The rule relating to the time the additional credit is to be contrib-
uted to an ESOP is effective for taxable years beginning after Deeo1
her 31, 1976.

The provision relating to administrative expenses and costs of estab-
lishing an ESOP apply for taxable years beginning after December 81,
1975, and the rules concerning contribution limitations apply for years
beginning after December 31, 1975. The rules applicable to employes
participation in ESOPs apply for taxable years beginningafter
December 31, 1975 if the employer makes a plan contribution after,
the date of the enactment of the Act. The new investment tax credit
recapture and redetermination rules, the plan permanency rule, the
consolidated return rule, the rule allowing loans by a fiduciary, the
employee compensation rule, the employer securities rule, and the rule
dealing with the treatment of ESOPs under Federal law would apply
for taxable years beginning after December 31, 1974.

The rules of the committee amendment requiring broader coverage
of employees under investment tax credit ESOPs would apply to
plans to which a contribution is made after the date of the enact-
ment of the Act. The rules regarding the definition of employer,
securities and consolidated returns would apply for years beginning
after December 31, 1975.

The committee concluded that it was desirable to provide that
these rules for administrative expenses, investment tax credit rede.,
termination, the acquisition and holding of employers stocks as well
as rules regarding compensation taken into account, borrowing from
a plan fiduciary, and the relationship of plan contributions to the
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amount of allowable additional credit, to apply for the past as well
as the future. Accordingly, the committee amendment applies these
rules as of March 29, 1975, the effective date of the investment tax
credit ESOP provisions of that Act.

The rule preventing flow-through of the additional investment tax
credit applied 90 days after the enactment of the Act.

, ,Revenue ef/fect

It is estimated that the additional 2-percent investment credit for
ESOPs will reduce tax liability by $235 million for fiscal year 1977,
$584 million for fiscal year 1978, and $917 million for fiscal year 1981.

5. Invq*met Credit in the Case of. Movie and Television Films
(see. 805 of the bill and sec. 48 of the Code)

Pesent law '
Under present law, taxpayers are entitled to receive an investment

credit for tangible personal property (i.e., section 38 property) which
is placed in service by the taxpayer. In order to receive the full credit,
the property placed in service by the taxpayer must have a useful life
of at least 7 years. If the property has a useful life of at least 5 years
(but less than 7 years) the taxpaye is entitled to two-thirds of the full
credit. If the property has a useful life of at least 3 years (but less than
5 yeafts) the taxpayer is entitled to a one-third credit. In addition, there
cannot be any predominant *foreign use of the property during any
taxable year, or the property will cease to qualify as section 38
property.
_tPrior to 1971, it was not clear whether (and if so, under what con-
ditions) the investment 'credit was available for movie or television
films. However, a court case had held that movie films were tangible
personal property eligible for the investment credit. During the legis-
lative consideration of the Revenue Act of 1971, it was made clear that
motion pictures and television films are to be treated as tangible per-
sonal property which is eligible for the investment credit (i.e., section
38 property). However, this issue is still being litigated for years prior
toi971, and there are still a number of unsettled issues, such as how to
determine the useful life of a film, the basis on which the credit is to be
computed, and how todeternine whether there has been a predominant
foreign use of the film.

Reasons for chaje
Due to the uncertainties of present, law with respect to the questions

of useful life and predominant foreign use, it is often difficult to
determine whether a film is entitled to a full credit, a partial one-third
or two-thirds credit, or possibly to no credit. It is desirable to clear up
these issues, in order to avoidcpstly liggation with respect to.the past,
and to allow accurate, investment planning for the movie industry in
future years. - ...-.I

To achieve th1 objective set out above, the committee amendment,
for past y ears, allows taxpayers to.determine their investment credit
on a filn-by-film basis in accordance with certain statutory rules pre-
scribed under the bill with respect to useful life and predominant for-
eign use, or to elect t8 take a 40-percent compromise credit for all their
films, regardlees of the actual useful life or foreign use of any partic-
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ular film. The committee believes that this 40-percent figure represents
a fair compromise between the litigating position of the Internal Reve-
nue Service, on the one hand, and members of the industry, on the
other hand. This is substantially the same as is provided by the House
bill.

In addition, since the major purpose of the investment credit is to
create jobs in the United States, the committee amendment provides
that for the future the amount of the investment credit in the case of
movie films is to depend on the place of production of the film (ik.,
United States or foreign), rather than on the place where revenues are
received for showing the film. Thus, the foreign use test will not apply
to movie films for the future. As a further incentive to encourage U.S.
production of films, the committee amendment provides that where 80
percent or more of the direct production costs of the film are U.S. costs,
the credit base for the film is to include certain indirect costs (such as
general overhead costs, the cost of screen rights, etc.), but otherwise
the credit base will be limited to direct U.S. production costs.

As to the issue of useful life, taxpayers many take a two-thirds credit
on all their films (regardless of the useful life of particular films), or
they may elect to determine useful life on a film-by-film basis. Under
this method of computing the credit, the useful life of the film will
be treated as having ended when 90 percent of the basis of the film has
been recovered through depreciation. Except as noted otherwise below,.
this is substantially the same as is provided by the House bill.

Explanation of provisions
As outlined above, the committee amendment provides somewhat-

different rules in this area with respect to the past than it does for the
future, because the rules for the past are intended to compromise the
litigating positions of the Internal Revenue Service and members of
the film industry, based on transactions which have already occurred.
Also, the rules are different for the future because the emphasis for the
future is to be on providing jobs in the United States.
Filns placed in service in future years

General reule.-For the future, as a general rule, under the committee
amendment, taxpayers are to receive two-thirds of a full -credit for
all their films regardless of the actual useful life (or foreign use) of
any particular film. This rule will apply to all films placed in servicLe
(i.e., initially released for public exhibition in any medium) in taxable
years beginning after December 31, 1974, regardleses of whether any
particular film had a useful life of 7 years or more (so that it would be
entitled to a full credit if judged on an individual basis), or le than
3 years (so that it would not be entitled to any credit if judged sepa-
rately). The credit is to be available only for "qualified films", i.e.,
motion picture films or television films or tapes created primarily for '

use as public entertainment, and educational films, i.e., generally films
used in primary or secondary schools, colleges and universities,'
vocational and post-secondary 'educational institutions, public libra-
ries and government agencies (thus for example, excluding industrial
training films).' Also, the credit would be available for'TV xilot
films and dramatic or comedy series, such as "Mod Squad" or The

1The inclusion of educational films is a change in the House bill made by the com -
'

mittee amendment.



Mary Tyler Moore Show." However, the credit would not be avail-
able for films which were topical or transitory in nature, such as
news shows, interview shows such as ".Johnny' Carson" or "Firing
Line". or films or tapes of sports events, even though some of these
shows might be shown in subsequent years, Also, the credit would
not be available for used films (i.e., films shown previously in any
market).
:The 90-percent method.-Under the committee amendment, as an

alternative to the general rule, taxpayers may elect to have the invest-
ment credit determined for all of their qualified films placed in service
in the future on a film-by-film basis. Thus, if a particular film had a
useful life of 7 year or more, the taxpayer would be entitled to a full
credit for that film. On the other hand, if a film had a useful life of
less than 3 years the taxpayer would not be entitled to any credit for
that film. For purposes of these rules the film's useful life is to be
treated as ending at the close of the year by the end of which the aggre-
gateallowable deductions for depreciation equal at least 90 percent of
the basis of the film (adjusted for any partial dipositions, but deter-
mined without regard to any other adjustments).

For example, assume that a taxpayer who is on a calendar year basis
releases (i.e., places in service) a film with a basis of $100 on Febru-
ary 1. 1975. The film is depreciated under the income forecast method
and $50 of depreciation is allowable with respect to this film for 1975,
$30 for 1976 and $10 is for 1977. Thus, $90 of depreciation is allowable
by the close of 1977, and since this represents 90 percent of the basis
of the fihn the useful life of the film is to be treated as having ended
on December 31, 1977, or less than three years after the film was placed
in service; therefore, no credit would be available with respect to this
film, and any credit or partial credit which had been claimed would be
subject to recapture.

On the other hand, if less than $90 of basis had been recovered by
the close of 1977, the film would be eligible for at least a partial credit.'

Of course, films of a transitory or topical nature would not be eli-
gible for the investment credit, no matter when their 'basis was recov-
ered through depreciation.

If the actual useful life of a film is less than its anticipated useful
life in the case of a taxpayer using the 90-percent method, the credit
is to be subject to recapture under essentially the same rules which
apply in the case of any other section 38 property where the actual
useful life proves to be shorter than the anticipated life. Also, in the
case of a disposition or partial disposition of rights in the film before
the end of the anticipated useful life of the film, there would be a full
or partial recapture.

3

A partial disposition includes the sale of commercial exploita-
tion rights in any medium (television, for example) or in any geo-
graphic area (such as Great Britain, or any other foreign country).
On the other hand, an ordinary commercial license for less than the

For purposes of these calculations. salvage value would not be taken into amount:
thus, if a film baa a basis of $100, and a salvage value of $10, the useful life would not
end until $90 of deprediation was recoverable (i.e., 90 percent of the $100 basis, not 90
percent of the $100 basis minus the $10 salvage value, which would equal $81).5

This rule is not to spply to a taxpayer using the general rule (the two-thirds
method), however, since the amount of the credit under this method does not depend on
the useful life of any particular film.



full rights of exploitation in a particular medium or area generally,
does not constitute 'a disposition or partial disposition for purposes hf
these rules. I I

Also, a sale of exploitation rights to a member, of an affiliated4
group" does not constitute a partial disposition. For example, U.S
film distributors commonly exploit the foreign rights to a U.S.-made
film through use of a foreign affiliate. For purposes of these rules, the
term " affiliated group'! is to have the same meaning as itdoes for pur-
poses of.section 1504, but with a,50-percent control test insteadd oi 80
percent), and with no exclusion of corporations ($uab as foreign
affiliates) described in section 1504(b). Also where stock in a foreign
film distributor is held by the trust of a pension plan which benefits
the employees of that foreign distributor any U.S. corporation holding
stock in the foreign distributor may add the stock held by the pension
trust to its own stock holdings for purposes of determining if the for-
eign film distributor is an affiliatet" of tha US. corporation. Forex-,
ample, if two American distributors each hold 49 percent of the stock
in a foreign distributor,. and the pension trust of the foreign distrib-:
utor holds the remaining 2 percent, -the foreign distributor wouldbe an
affiliate of both of the American corporations (because each,would, dd
the 2 percent interest held by the pension trust to its own 49 percent
interest).

Some of the principles above -may be illustrated as follows. A flm
distributor having a 100 percent ownership interest in a television
dramatic series, consisting of 24 weekly episodes, elects to use the 9l
percent method of determining its investment credit for movie films
The distributor estimates the useful life of the series will be 7 year.
or more and claims a full credit. The distributor licenses a United
States television network; under the agreement the network acquires
first-run U.S. television rights for $100, with the right to repeat
each episode over the network one time for an additional fee of $25.

In the following year,' the American distributor sells the exrht,
sive rights to exhibit the series in Great Britain to a British corpora-
tion which is not affiliated with the American distributor. This cm-
stitutes a partial disposition of the series which triggers a partial re-
recapture of the credit. . . i

If, on the other hand, the American distributor entered into a linv
ited licensing agreement with the foreign corporation (similar to the
agreement which it had entered with the American network), or sold
the British rights to the series to a member of an affiliated group, there
would be no partial disposition, and consequently, no recapture.

Films placed in service for taxable years beginning after, Decem-
ber 31, 1974, are not subject to the foreign use rule. This is.because,
in the case of a movie film, jobs are created where the film isproduced,
not where it is show. To use the 90-percent method, the taxpayer
would have to make an election, in a time and manner to be prescribed
in regulations.

Once the taxpayer (or any related business entity) has operated
under the general rule for the future, or haselected to use the 90-per-
cent method, be cannot change his method)5f operation without the
consent of the Internal Revenue Service. The. committee intends that

Where a TV series is Involved, each weekly segment is laes in servles when it to
i shown. Thus. the various segments of the series will not necessarily be placed to

service in the same year.



permission will be granted where the taxpayer undergoes a substantial
transformation in its operations, but generally will not be granted
otherwise. For example, it might be appropriate to grant l)ermission
if a film studio using the 90-percent method merged with a studio
using the two-thirds method; or in cases where a studio shifted from
the production of short-lived grade B westerns to long-lived classic
films.

For purposes of these rules, related business entities include all com-
ponent members of a controlled group of corporations (within the
meaning of section 1563 (a), without regard to subsection 1563 (b) (2))
but subject to a 50-percent control test. Also classified as "related
business entities" are any corporations, partnerships, trusts, estates,
proprietorships, or other entities, if "related persons", each of whom
have at least a 10-percent interest in each entity, also have, in the ag-
gregate, at least 50 percent of the beneficial interests in those entities.'

Thus, for example, if individuals A, B, C, and D each have a 25-
percent interest in studio 1, which uses the two-thirds method in 1975,
studio 2, formed in 1976, with A and B each having a 50-percent prof-
its interest, cannot elect the 90-percent method for 1976 without the
permission of the Internal Revenue Service, Studio 1 and studio 2 are
related, because A and B each have at least a 10-percent interest in both
studios and together A and B have at least 50 percent of the beneficial
interest of both studios. Since studio 1 used the two-thirds method
in 1975, studio 2 must have permission to use a different method in
1976.

Credit base.-Since the primary purpose of the investment credit
is to create jobs, the committee amendment is designed to encourage
the production of films in the United States. Thus, the credit base for
motion picture films includes the direct costs which are allocable to
production of the film in the United States (including its common-
wealths and possessions) and, in addition, if at least 80 percent of the
direct production costs are allocable to United States production, the
credit base also includes certain indirect "production costs."

Direct production costs include compensation payable to the actors
and other production personnel. However, under the committee
amendment. certain special rules apply in -the case of participations
(described below in connection with indirect production costs).
(The House bill would not allow the investment credit for
participations.)

Direct production costs also include expenses for costumes, props,
scenery, and similar items, as well as the cost of the film, and the cost
of preparing the first distribution of prints (i.e., prints placed in
service within 12 months after the film is first released). ,

Where the film is produced partly in the United States and partly
abroad, the direct production costs must be allocated between the U.S.
and foreign production of the film. Under the committee amendment,
compensation for services is to be allocated to the country where the
services are performed. However. compensation paid to Uinited States
citizens is to be allocated to the United States, even if the services are
performed outside of the -nited States. Also, payments to a subehap-

5'rhe term "beneficial interest" means voting stock in the .ote of a corporation, profit,
or capital interest in the case of a partnership and heefieat interest in the case of a

trust or estate 'Related persons" are generally as described In section 267 or 707(b.
hat for purposes of these rules members of a family consist only of the Individual, his

spouse, and his minor children.
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ter S corporation or to a partnership, are to be treated as United States
production costs if (and to the extent) that,.te payments-are inelud-
able in gross income by a U.S. citizen or any otheb' United States person
(which is not a partnership oi subchapter -S corporation)., Amounts
paid for equipment and supplies are to be allocated to the-country in
which the materials are predominantly used (where this can be estab-
lished for particular materials). Subject to these guidelines, allocation
of direct production costs is to be determined ,under regulations. The
committee intends.that generally (in the absence-of better evidenceas
to the actual place -f predominant use of personnel and materials).
direct production costs are to be allocated in accordance with the shoot-
ing time of the film.

If 80 percent ormore of the direct production costs are allocable tQ
U.S. production, then the credit base for the film is to include all "pro.
duction costs" of the film (other than the direct foreign production
costs, if any). These would include not only the direct production c6sts,
as outlined above, but also certain capitalized costs, including a rease"
able allocation of the general overhead of the taxpayer, the cost of
obtaining the screen rights to the film, as well as the cost of developing
the screenplay, and, "residuals" (whether or not capitslizem) paid
under agreements with labor organizations, such as the Actor's Guild,
Generally, residuals are amounts paid under a collective bargain
agreement to all members of the union involved (or in some cases to a
guild or union pension, health, or welfare fund). The collective bar-
gaining agreement generally covers all films produced over a peridd of
several years. Residuals may be a percentage of gross receipts from
nontheatrical uses of a theatrical film, or a percentage of therminimum
salary payable (i.e., scale) to the union member,

Under the committee amendment, participations may be included
in the credit base of an 80 percent or more U.S. produced film subjes
to certain limitations. First, participations may be included- in the
credit base only to the extent that participations paid to any, one per-
son in connection with any one film do not exceed $1 million." Subject
to this rule, participations are includible in the investment-credittax
base to the extent of the lesser of: (1) 50 percent of participatios
qualifying under the $1 million limitation, or (2) 25 percent of the
production costs of the taxpayers films for the year (i.e., his invest-
ment credit -tax base determined without regard to' participations or
residuals). These limitations are to be applied on a vintage year basis
(i.e., participations in films released in the-same year are to be con-
sidered in the aggregate for purposes of determining whetherthe 25
percent limitation with respect to those films has been exceeded).

If less than 80 percent of the direct production 'costs of a film are
allocable to U.S. production, then the credit base with respect to that
film includes only the direct U.S. production costs.

Some of the principles discussed above may be illustrated as follows.
Assume that the total production costs of a film equal $150. Of this
amount, $50 are indirect production costs, including $30 for general
overhead, $10 for the screen rights and $10 of residuals. The direct

These rules affecting participations apply onl for purposes of the Investment credittax base and no inference I intended that oluar roles phonid he applied for other
porpoes under the tax law (i.e.. the taxpayer's basis for depreelation). The committee
Intends that such questions be deermined under the rules of present law.



production costs include $75 of salary and $25 for supplies and ma-
terials. Fifty dollars of compensation are paid to United;States citi-
zens, and $25 of compensation are paid to non-U.S. actors and pro-
duction crew, and these individuals perform services both in the U.S.
and abroad. Of the $25 used for costume and supplies, $10 are paid for
supplies used only in the United States, $5 are paid for costumes used
only in a foreign' country, and $10 worth of supplies are used both in
domestic and foreign shooting. Sixty percent of the shooting time for
the film occurs in the U.S., and 40 percent occurs abroad. The calcula-
tion is a follows.

U.S. COSTS FOREIGN COSTS

Compensation paid to U.S. citizens $50 -- ............ $00
60 pet. of compensation paid to non- 40 pet. of compensation paid to non-

U.S. citizens ------------------- 15 U.S. citizens ----------------- 10
supplies used only in United States 10 Supplies used only abroad ------- 5
60 pet. of the cost of supplies used 40 pet of the cost of supplies used

in the United States and abroad- 61 in the United States and abroad- 4

Total S1-i Total----------------------19
Since 81 percent of the direct cost of production is allocable to

United States production, the credit base also includes the $50 of
indirect production costs. However, the $10 cost for residuals is not to
be eligible for the credit until the year in which these amounts are
actually paid.

Of course, under the committee amendment, where a film is pur-
chased before it is placed in service in any medium, the credit base
cannot exceed the purchase price of the film (if this is less than the
credit base for the film as computed under the rules outlined above).
Also, in the case of the transfer of a film to a lessee (under section
48(d) of the code), the lessee is generally to be treated as having ac-
quired the film for an amount equal to the lessor's credit base with
respect to that film (rather than its fair market value).

The rules outlined above concerning the credit base apply regard-
less of whether the taxpayer uses the general rule (two-thirds method)
or the 90 percent method.

Who is entitled to the credit.-Under the committee amendment.
taxpayer is to be entitled to the investment credit for a movie film
if, and to the extent, that he has an "ownership interest" in the film at
the time it is placed in service. For purposes of these rules, a taxpayer
will be treated as having an ownership interest to the extent that his
captial is at risk.

Thus, if the expenses of producing a movie are incurred by the pro-
ducer, but are reimbursed by the distributor, either by means of a
nonrecourse loan or otherwise, the distributor wmld be entitled to
the credit, because the distributor's capital is at risk. Also, if the pro-
duction costs are paid from the proceeds of a nonrecourse loan sup-
plied bv a bank but guaranteed by the distributor, then the distributor
would be entitled to the credit because its capital was at risk in con-
nection with the film. A similar result would follow if the producer
was liable to the bank on the-loan, but the distributor had contracted
to pay at least the amount of the loan to the producer in connection
with the film.



The determination as to, whose capital is at risk il connection with
the film (and, therefore, as to who is entitled to the credit) is to be
made as of the time the film is first placed in service (e., released).
Thereafter, the film would be considered used property, which is not to
be eligible for the credit under the committee bill.

Generally, where the distributor. has borne the cost of producing
a film, and first releases it through the medimn of. movie houses, it is
the distributor who is entitled to the credit. In the case of a film' ogr
series which is made for television, the producer-distributor will also
generally be entitled to the credit where the film is exhibited over,4he
network pursuant to a licensing agreement. On the other hand, if the
network purchased all rights to the film or series before it was placed
in service, the network would be entitled to the credit.

It is possible that more than one taxpayer may be entitled to a share
of the credit for the same film as, for example, where several. investors
put up a- portion of the capital needed to produce the film pursuant to
a joint venture agreement. Generally, where more than one party bears
the risk of loss with respect to a particular film, the Secretary of the
Treasury or his delegate may establish procedures for determining
who is entitled to the credit, or partial credit. (Of course, where there
are several parties to a transaction involving a movie film, and one
party is entitled to the investment credit with respect to that film
under these rules; whereas the other party is not, the committee antic-
ipates that the availability of the investment credit may often be taken
into account by the parties in, determining their contract'arrange-
inents.) o ' be

It is also possible that more than one taxpayer may be entitled 1~
the credit for a particular -film where tbe film is placed in service
more than one medium or more than one geographic area. For example,
suppose that a producer creates a U.S. produced filmhaving a credit
base of $100. A distributor acquires exclusive perpetual distribution
rights within the United States in exchange for a lump-sum pa yment
of $50 and the film is. subsequently placed in service. The distributor
is entitled to a credit with respect to the film based on his cost of $50
in acquiring the U.S. rights. The producer, who retains the other
rights to the film, would also be entitled to a part of the credit, based
on his capital at risk. The producer's credit base wouldbe computed
by subtracting, the cost borne by the ILS. distributor ($50) frow.tkp
credit base which the producer would otherwise be entitled tp (i.e., the
$100 cost of. production). Thus, the producer's credit base would equal
$50 in this case.
Fiine Placed in Serviet in the Past

For'the past (i.e., for taxable years beginning before January .1,
1975), in general, taxpayers will come under one of two rules, either
the "90-percent method," as described above, with certain' modifica-
tions to deal with the foreign-use problem, or a''4O-perc nt method,"
under which a taxpayer would be entitled to receive 40 percent of a
full credit for all of his films regardless of the useful life or preddn-
nant foreign use of any particular film. However, taxpayers may elect
to come under the general rule for the future (the two-third, method,
as described above) for all section 50 property placed in service after
the restoration of the investment credit under the Revenue Act of 1971.



Finally, certain taxpayers, who have already filed suit for a determi-
nation as to their entitlement to the investment credit for past years,
elect the application of the rules of present law, rather than the provi-
sions of this Act, in determining their entitlement to the credit for all
past periods.

General rule for pat.-Under the committee amendment, as a gen-
eral rule, the investment credit for films placed in service in taxable
years beginning before January 1, 1975, is to be computed on a film-
by-film basis. In determining the useful life of the film, taxpayers
would use the 90-percent method as described above. However, an ad-
ditional rule is necessary for the past to determine whether or not
there was predominant foreign use of the film.

Under the committee amendment, a film is to be treated as having a
predominant foreign use in the first taxable year in which 50 percent
or more of the gross revenues received or accrued from the film were
received or accrued from showing the film outside the United States.
This is a year-by-year test (not a cumulative test). For example, as-
sume a film was released on February 1, 1972, and revenues of $100
were received that year from showing the film in the United States
(with no foreign revenues), while in 1973 there were $75 of income
from U.S. showings, and $25 of income from foreign exhibitions, and
in 1974 there were $40 of IT.S. revenues, and $60 of revenue from for-
eign exhibitions. In this case, there would be a predominant foreign
use of the film in 1974, and as a result the film would cease to qualify
as section 38 property in that year. This would mean that the taxpayer
would not be entitled to an investment credit with respect to the film
because the disqualifying event would have occurred less than 3 years
after the property had been placed in service

Films of a transitory or topical nature would not be eligible for
an investment credit.

8

The 40-percent method.-Under the committee amendment the tax-
payer can elect to receive 40 percent of a full credit for all of his films
placed in service in taxable years beginning before January 1, 1975.

9

If the taxpayer makes this election, he is to receive the 40-percent
credit, regardless of the actual useful life or predominant foreign use
of any particular film. This 40-percent method is offered as a way of
avoiding costly litigation with respect to past years. It is believed that
this method achieves, for the average member of the film industry,
about the same size credit which he would receive for all his films, on
the average, were he actually to litigate.

A taxpayer is not to receive a credit for any films of a transitory or
topical nature (because almost all of these films have a useful life of
less than three years). Also, a taxpayer using the 40-percent method

'For this limited purpose, gross foreign revenues from showing films in future years
nmit also be taken into account In other words, if n taxpayer uses the 90-percent method
for 1974, and 50 percent or more of the revenues from showing the film In 1975 are from
foreign exhibitions this would constitute a predominant foreign use of the film placed in
service in 1974. nd the taxpayer would not be entitled to an investment credit with
resect to that film.

IThe committee intends that no influence should be drawn from this report or this
legislation as to what constitutes useful life, predominant foreign use, the hasis on which
Ihe credit is to be computed or any other aspect of the application of the investment
credit Under peetlw

A.delscrbedbetloawthe taxpayer .coo l .. use this method for films placed In service
on or before August 15, 1971, hut elect to use the general rule for the future for all of his
section 50 films.



for the past is not entitled to credits for any films which were produced

and shown exclusively abroad.
The election to use the 40-percent method is to be made by the tax-

payer within six months after the date of enactment of this bill in a

manner to be prescribed in regulations. Any such election, once made,

is to apply to all of the taxpayer's films placed in service in the past

(except those, if any, covered under the general rule for the future),

and can be revoked only with the consent of the Internal Revenue

Service.
To prevent a situation where two different taxpayers may attempt

to claim the credit for the same film, the committee bill provides that

any taxpayer making the 40-percent election must consent to join m

a judicial proceeding to determine which of the competing claimants

was entitled to the credit, or whether each of the parties was entitled to

part of the credit.'
0 The riles with respect to entitlement to the credit

(i.e., the capital at risk rules, etc.) are the same for the past as for the
future.

Credit base.-In general, under the committee amendment, the rules

as to the size of the credit base for the past (including those with re-
spect to participations) are similar to the rules which are to apply for

the future. However, for the past there has not been a U.S. production
test in connection with movie films, and the committee does not believe
it would be appropriate to impose such a test retroactively. (Althouh
the committee amendment does impose a U.S. production test for the
future, in order to encourage the U.S. production of movie films.)
Thus, for the past, taxpayers may include in the credit base all the di-
rect and indirect expenses of production, as described above, regardless
of whether the film would have satisfied the 80-percent United States
direct production expenses test and regardless of whether some of the
expenses (actors' pay, costumes, etc.) included in the credit base were
paid for services performed abroad, or for equipment and supplies
which were used abroad.

The rules described above with respect to the credit base would
apply both to taxpayers using the 90-percent method for the past, and
to taxpayers using the 40-percent method.

-4pplication of th general trule for the .futue to certain vast years.-
In connection with the Revenue Act of 1971 Congress made clear
that it intended the investment credit to be available for movie
finms (whereas this question had not been completely resolved prior
to that time) even though, as described above, certain subsidiary issues
were not settled in that Act. For this reason, the committee amend-
ment provides that those taxpayers who wish to do so are to be allowed
to use the general rule for the future with respect to all of their
section 50 property (generally property placed in service after
August 15, 1971). Thus, the committee amendment provides that
taxpayers may elect to use the general rule for the future for all
of their section 50 movie films. (Taxpayers making this election

OThe committee is concerned, however, that this procedure should not unnecessarily
i asy the allowance of the credit in cases where it is reasonably clear that there it only

one plasirble person who has a right to claim the credit. The committee intends that the
Service will develop such reporting and other procedures as it deems necessary to deter-
mine whether there is a likelihood that several persons may claii a credit with respect to
the same film. and that where there is no such likelihood, allowance of the credit will not
be ntnduly delayed.



could still itse either the 90-percent method or the 40-percent method
for all films placed in service in the past which do not qialify as
section 50 property.)

Taxpayer who make this election are to be covered uiidei the gen-
eral rule for the future for all purposes. including, for example, the
rules with e pect to the size of the credit base, which include an
s0 percent I _.S. production test and exclude expeiises of foreign pro-
diction froii the credit base.

.'li election to use the general rule for the future for section 50
filis would have to be nade within one year after the date of enact-
ment of the bill, in a manner to be prescribed in regulations. The
election would have to apply to all of the taxpayer' section 50 films,
and the election, once made, could not be revoked without the consent
of the Internal Revenue Service. Other rules with respect to use of this
method for the past may also be prescribed by regulations.
Taxpayers who havie already litigated

Some taxpayers have already litigated the issues outlined above for
certain prior years. The conimittee believes that these taxpayer rs should
be entitled to the fruits of their litigation because of the substantial
effort and expense which they have incurred in connection with their
suits. A.,cordingly, the committee amendment provides that any tax-
payer who has filed a petition before e anx court before Jaliiiaiy 1, 1976.
with respect to his entitlement to the investment credit for any prior
year, max elect (within 30 days after the date of enactment) to have
his right to the investment credit for all years beginning prior to
Jaiuiary 1, 1975. determined under present law, as interpreted by the
courts, rather than under one of the methods pi' esribed in this bill. ( A
an alternative. taxpayer, who have filed suit prior to January 1, 1976,
may elect to have their credit determined nler present law for year,
prior to 1971, and elect the general rule for the future for all their
section 50 propeitx.) But, of course, issue, which have not already
been resolved by court proceedings (such as predominant foreign use,
the size of the credit base, etc.) must be settled 1ty further litigation.
and it is intended that no inference be drawn from the provisions of
this bill as to how such issues should be resolved under pre-ent law.

Generally, under this procedure, a taxpayer wishing to make aii
election u;der these provisions may do so by mailing a letter to this
etffet to the Commissioner of Internal Revenue within the 3l-dax
period. Any such election is to be irrevocable.

Taxpayers relying on litigation to determine their credits for past
years still must use either the general rule for the future or the 90-per-
cent method for all taxable years beginning after December 31, 1974.

Differeee, b,tfir, c the committee amendment eiwl tht lo-, bill.-
As indicated previously, the provisiii.s of the committee amendment
are similar to the provisions under the House lill in most respects.
However. the committee amendment makes clear that the investment
credit is to be available to educational films, a, well as entertainment
films. Also, the Hoiu e bill imposes a restriction on ins %estment credit
carryovers in the case of taxpayers electing the 40 perceiut method only
for years prior to 1)7t; the committee amendment permits such carry-
overs to be governed under the usual rules. Also, the committee amend-
ment permits participations to be included in the credit base, subject to



certain limitations, whereas the House bill excluded participations
from the credit base altogether. The committee amendment also per-
mits any taxpayer who had filed a petition in a court by January 1,
1976, to have his investment credit for prior Years determined under
present law (as interpreted by the courts) rather thaii accepting the
compromise settlement provided in the committee amendment; under
the House bill, only taxpayers who had received a final judgment were
permitted to elect out.

Effective dates
The effective dates of these provisions have been described above.

In general, the rules with respect to the general rule for the future and
the 90-percent method apply to films placed in service in taxable years
beginning after December 31, 1974. In general, taxpayers may use
either the 90-percent or the 40-percent method for all prior years, but
may alternatively elect to use the general rule for the future for all
section 50 property.

Revenue effect
It is estimated that the provisions of this section will result in a reve-

nue cost of $54 million in the fiscal year 1977 and a loss of $5 million
a year thereafter.

6. Investment Credit in the Case of Vessels Constructed From
Funds Withdrawn From the Capital Construction Fund.
(sec. 806 of the bill and see. 46(g) of the Code)

Present law
Present law provides that income tax is not to be payable on certain

income from domestic shipping set aside in a capital construction
fund. However, when monies are withdrawn from this fund, they then
are generally taxable unless they are used for the construction of ships
to be used primarily in domestic trade. The purpose of this treatment
generally is to provide a tax inducement to aid in the building of a
domestic merchant fleet. To prevent a double allowance for these tax-
deferred amounts, present law provides that when these funds are used
to finance ship construction there is to be no tax cost, or basis. This
means that no depreciation is permitted on the part of the investment
in the ship that is financed out of the capital construction fund. Under
present law, the amount of the investment credit available is also based
on the tax cost or basis of a qualifying property (sec. 46 (c) (1) (A) of
the code). ks a result, the Internal Revenue Sir vice has ruled that
no investment credit is available in the ca.e of vessels built, purchased,
or reconstructed with monies withdrawn from the capital construc-
tion fund.

PR easos for change
The Merchant Marine Act was amended and the tax treatment

accorded domestic shipping almost completely revised when the in-
vestment credit was not in effect (1970). , a result, the Congress
did not at that time address itself to the question of whether the
inve-tment tax credit should be available in the ca-e of a vessel con-
structed with funds withdrawn from the tax-deferred capital con-
struction fund. In addition, since the tax provisions relating to the
capital construction fund are in the Merchant Marine kct of 1936



rather than in the Internal Revenue Code, this question was not
reviewed when the investment credit was subsequently generally
restored.

The committee has studied this problem and believes that the effect
of denying the investment credit in the case of ships built from monies
taken from tax-deferred construction funds has the effect of sub-
stantially reducing the inducement to set funds aside in construction
funds rather than using them for other forms of capital formation
for which an investment credit is available. It is the committee's
understanding that, in fact, the funds set aside for this purpose since
the restoration of the investment credit generally have been much
more limited than was previously estimated. The committee believes
that it is a matter of national concern that the U.S. shipping industry
have a modern fleet and that it be competitive in world markets. This
is necessary from the standpoint of our international trading position
as well as from the standpoint of having a fleet in being upon which the
United States can call in times of international crisis. As a result the
committee concluded that it was undesirable to reduce the incentive
effect of the tax deferred construction fund by denying the investment
credit in the case of monies withdrawn from this fund for ship con-
struction while the investment credit is available for many other
forms of capital investment.

Explanation of provision
The committee amendment (sec. 46(g) of the code) provides that

the amount of a qualified investment for investment credit purposes
is not to be reduced because of a deposit in, or qualified withdrawal
from, a capital construction fund established under section 21 of the
Merchant Marine Act of 1970 or because that provision requires a
reduction in basis of property acquired with monies from such a
fund. The House bill does not contain any similar provision.

Effectie date
The committee amendment is to be effective with respect to invest-

ment credits claimed in years beginning after December 31, 1975.

Revenue effect
It is estimated that the amendment will result in a reduction of $21

million in revenues in the fiscal year 1977, $23 million in fiscal year
1978, and $45 million in fiscal year 1981.

7. Net Operating Losses
a. Net Operating Loss Carryover Election (sec. 807 of the bill and

sec. 172 of the Code)
Present law

Present law, in general, provides that both individual and corpo-
rate taxpayers are allowed to carry a business net operating loss
back as a deduction against income for the three taxable years pre-
ceding the year in which loss occurred and to carry any remaining un-
used losses over the five years following the loss year (sec. 172). Thi>
general rule enables taxpayers to balance out income and loss over
a moving 9-year cycle. Insurance companies, which are generally sub-
ject to separate tax rules tinder subchapter L, are also allowed 3-year



carryback and 5-year carryover periods for their lossc, either under

the section 172 general rule or tnder separate rules in subchapter L.

cari' back and fie-year carryover rule in the cast of certain indus-

tries or categories of taxpayers. One exception allows certain reg--

lated transportation corporations to carry back and deduct net oper-

ating losses for the usual 3 years and to carry over such losses for 7

earss
1

A net operating loss is required to be applied against income from

other taxable years in the averaging ocriod, beginning with the

earliest Year in the period. For example, if a business taxpayer, sub-

ject to the general 3-year carryback and 5-year carryover nile, has a

iet operating loss for 1976, the loss is carried first to reduce or elimi-

nate taxable income (if any) reported for 1973, and to the extent any

of the loss remains unused, it is then successively applied against

any income reported for 1974 and 1975. Any of the 1976 loss unab-

sorbed by these three carryback years is then used as a deduction on the

taxpayer' returns for the succeeding five years, beginning with 1977.

Any loss remaining after it has been successively applied in these five

years expires and the taxpayer loses the benefit of this unused loss.

Reasons for change

Adverse economic conditions in recent years have caused many

business taxpayers to incur sizable net operating loses. InI mal

cases there is some doubt that, because of the sev erity of the losses

and the delav in the economic recovery, these taxpayers will generate

sufficient income during their existing carryover periods to enable

them to use their large operating loss carryovers. In order to reduce

the possibility that this problem will arise in the future, the commit-

tee has decided to provide a loss carryover optiion under which eligi-

ble business taxpayers may elect a longer loss carryover in lien of

the loss carTyback to which they are otherwise entitled.

Exphlatit;on of provision

Under the committee amendment a qualifying business taxpayer

with a net operating loss for the taxable year may elect to carry the

loss over for a number of additional years equal to the number of years
the taxpayer would otherwise be entitled to carry back the loss. For
example, a taxpayer subject to the general 3-year carryback and a
5-year carryforward rule may, under the election, ca'ry the loss
forward for a total of eight years. These additional carryover year>
are in lieu of the otherwise available carryback Ycars and a loss under
this election maV not be carried back to any prior years.

The net operating loss carryover election is available only to those
categories of business taxpayers which are presently eligible to carry

Another exception prohibits the carryback of a net operating lo.- to the extent the

act operating loss was attributable to a foreign expropriation loss however, a 10-year
caccyocer period is allowed for the foreign expropriation loss (15 years in the case of a
Caban expraprio loss). A third exception, applicable to financial institutions for

taxable ycars beginning after Deecenber 31, 1975, lengthen, the corrYback period for
net operating losses to 10 years and allows the usual 5-year carryover period. Similariv.
a bank far cooperatives is presently allowed to carry net operating losses back for 10
,ears and forward for 5 years. A fourth exception is provided for taxpayers which hace

incrred not operating losses resulting from increased imports of competing products
tinder trade concessions made pursuant to the Trade Expansion Act of 1962. Where a

taxpayer has ected to obtain certification as provided by this Act, it is allowed a 5-year
carryback period and the asul 5 year carryover period. Finally, present law also con-
tons a precision designed for American Motors Corporation which permitted a 5-year crry-

ack period and a carryover period of 3 years for losses incurred for taxable year ending
after December 31, 1966, and prior to January 1, 1969.



their losses back for three-year periods, namely, taxpayers subject to
the general rule, regulated transportation corporations, and insurance
companies taxed under subchapter L. The election does not extend to
certain banks and financial institutions which are provided with 10-
year loss carryback periods, nor does it apply to taxpayers injured by
imports, which are allowed 5-year carryback periods. The election will
also not apply to foreign appropriation losses which receive no carry-
back privileges but may be carried over for ten or more years.

The net operating loss carryover election may be made for any loss
year which ends after December 31, 1975. The election must be made
by the due date, including extensions of time, for filing the tax return
for the first loss year to which the election is intended to apply. Once
the election is made and applies to any loss year, it is irrevocable. The
Secretary is authorized to issue regulations prescribing the manner in
which an election is made.

Once an election is made under this provision to use additional
carryover years in lieu of carryback years, it will also apply to any
net operating losses incurred in subsequent years to which the loss may
be carried from the first loss year covered by the election. For example.
if a taxpayer covered by the 3-back and 5-forward loss rule has a net
operating loss for 1976 and elects the extended 8-year carryover period
under these provisions, any net operating loss incurred for taxable
years from 1977 through 1984 (assuming no short-period returns are
filed) must also be carried over for eight years and no carryback of
these losses will be allowed. Similarly, a regulated transportation cor-
poration may not revoke the election for ten years following the first
loss year for which an election is effective under this provision.

• However, a taxpayer may terminate the election after the 8 (or 10)
year period of irrevocability has expired. The Secretary is authorized
to issue regulations prescribing the time and manner in which an
election may be terminated. Once the taxpayer has terminated the elec-
tion and reverted back to the carryback and carryover periods author-
ized under present law, a new carryover election may be made at any
time. It is not required that the taxpayer remain under the regular
carryback-carryforward rules for any period of time in order to make
a new carryover election. However, any new carryover election must
be made on a timely basis under the rules generally prescribed for the
carryover election.

The amendment is not intended to change the present priority sys-
tem for absorbing net operating carrybacks and carryovers under
which the loss from the earliest loss year is applied first against the
income of another year. For example, where a 1976 net operating loss
is carried over under the election against income for 1984 and the
election has been revoked for a loss in 1985 which is also carried back
to 1984, the '1976 loss is to be applied first to reduce income for 1984.
Similarly, where there is a net operating loss for 1984 which is sub-
ject to the carryover election and the election has been revoked for a
1985 loss, the 1985 loss may be carried back against any previously
unabsorbed income for 1982 and 1983, but to the extent it is not used
in these carryback years, it is absorbed after the 1984 loss for 1986
and other carryover years.

The committee amendment also provides for measures to prevent
abuse of these provisions in corporate acquisition situations where



different loss carryback and carryover periods are in effect for the

acquiring corporation and the transfevor corporation. The amendment

amends sec. 381(c) to delegate authority to the Secretary or his dele-

gate to prescribe regulations for these situations. The committee also

contemplates the Secretary will similarly draft regulations to provide

acceptable rules where corporations with differing loss carryback and

carryover periods file consolidated income tax returns.

Effective date

This amendment is effective for net operating losses incurred in

years ending after December 31, 1975.

Revenue effect
The amendment will have no revenue effect until 1982.

b. Trafficking in Net Operating Loss Carryovers (sec. 807 of the

bill and sec. 382 of the Code)

Present law

In general, if a corporation's assets are acquired by another corpo-

ration in certain types of tax-free reorganizations or liquidations, the

acquiring corporation succeeds to certain carryovers (including net

operating loss carryovers) of the transferor corporation (sec. 381).

Where stock of a single corporation is sold in a taxable sale or ex-

change, no lilnitatio is ordinarily imposed on continuations of the

company's tax attributes.
A number of limitations are imposed, however, in the case of net

operating loss carryovers.
Section 452 provides specific limitations on net operating loss carry-

overs in two general situations: (1) where, within a 2-year period,
50 percent or more of the stock of a corporation is purchased in a

taxable transaction (sec. 382(a)); and (2) where, in the case of

certain taxfree reorganizations, the shareholders of the loss corpora-

tion (whether that corporation is the acquiring corporation or the

acquired corporation) have less than a 20 percent stock interest in
the acquiring corporation (see. 382(b) ).

The "purchase" rule under section 382(a) applies where one or
more of the 10 largest shareholders have increased their stock owner-

ship within a 2-year period, by 50 percentage points or more in a
taxable transaction.i In such a purchase, if the loss corporation does
not continue to carry on a trade or business substantially the sams
as that conducted before the change in percentage ownership of the

stock, the net operating loss carryovers from prior taxable years
are completely eliminated.' For example, if an individual or group

of individuals buy for cash 100 percent of the stock of a loss corpora-
tion (which is a mere shell not conducting any trade or business), and
subsequently transfer to that corporation a new trade or business,
section 382(a) would apply and the loss carryovers of the old corpora-
tion would be completely eliminated.

' The limitations under section 382(a) also become operative if a person's stock owner-
slit roaches a 50 percentage Point increase by redemptions of stock owned by other
iharehtoiders

- If o buyer increases his stock interet in a loss company by ess than 50 percentage
paint keth net operating toses of the company are not limited by this provision, regardless
whether the existing business is continued or changed.



On the other hand, if new owners buy i) percent or more of the
stock of a loss corporation and continue the fornier trade or business
(while perhaps also adding new profit-making assets to the corpora-
tion), the new ow ners can use the entire loss -arivo vers from years
before the change in ownership to offset profits generated by the addi-
tional business asets.

Under the "reorganization" rule of -,ction 38 2(b), if either the
transferor or acquiring corporation has a net operating loss which
would be a carryover to the first taxable year of the acquiring cor-
poration ending after the date of transfer, and the shareholders of the
loss corporation (whether it is the acquiring or the acquired corpora-
tion) own less than 20 percent of the stock of the acquiring corporation
after the reorganization, the net operating loss carryovers of the
loss corporation are reduced proportionately. For each percentage
point interest less than 20 percent, the carryover is reduced by 5 per-
cent. Thus, if the shareholders of the loss company obtain at least a
20-percent interest in the acquiring corporation after the reoritaniza-
tion, no reduction of the loss carryovers is made under section :'S-) (b).
On the other hand, if the shareholders of the loss corporation have a
10 percent interest in the acquiring company after the reorganization,
a redu,-tion of 50 percent of the loss carryovcrs is made under section
:>- (b). Unlike the rules for taxable purchases of stock, the limitations
on carryovers after taxfree reorganizations do not require that the
acquiring company continue to operate the same trade or business
which the loss company conducted before the exchange.

Present law also contains a general provision which authorizes the
Treasury to disallow a net operating loss carryover where any person
or persons acquire control of a corporation for the principal purpose
of evading or avoiding Federal income tax bV obtainig a caryover
which -iuch per ons vonld not otherwise ham e obtained (see. 269(a)
(1) ). A similar rule also applies to tax free acquisitions of one corpo-
ration's as-ets by an unrelated corporation or its shareholders where
the acquiring company takes a carryover basis in such assets (sc. 269
(a) (2)). For purposes of these rules, control means ownership of at
least 50 percent of the total combined voting power of voting stock or
at least 50 percent of the total value of all cla.-se, of -tock.

PiN, ions for change
In general, the limitations contained in sections 3S2 and 269 rep-

resent an attempt to distinguish between normal changes in the owner-
ship of a going business, where tax attributes such as a net operating
loss carryover are incidental, and an acquisition chiefly for the sake
of loss carryovers themselves. Present law recognizes, in effect, that
tax attributes of a going business may have some financial bearing
on the negotiations for a sale of stock or for a merger. The difficulty,
however, is that any rules which permit an operating loss to continue
despite a sizable change in shareholders or a merged business cai in
many cases be manipulated for tax avoidance purposes. For example,
a free traffic in loss carryovers could result in large windfalls for Ismy
ers of stock or assets, who could take advantage of the weak bargaining
position of the existing owners of a loss business anid acquire large
carryovers for only a few cents on the dollar. Snech buyers arc effec-
tively buying a tax shelter for their expected future profits, whereas
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if the same persons had used their capital to start a new business on
their own, no such loss offsets would be available.

When fixed rules are adopted for an area such as this, it is difficult
to envision all possible abuses. It is equally difficult to assure that the
rules will achieve equity in all situations. The present rules have de-
fects of both of these kinds. Generally speaking, section 382(a) coy-
ers stock acquisitions and section 382(b) covers asset acquisitions.
These rules of existing law are not coordinated, however. They also
fail to cover some transactions where "trafficking" in loss carry-
overs can still occur, and there are several loopholes. For example,
where enough stock of a loss corporation is purchased for cash, carry-
overs are lost if the corporation does not continue to carry on the
same trade or business. However, losses can still be carried over after
a taxfree reorganization whether or not the same trade or business
is continued. Conversely, after a purchase of stock, losses can be
carried over in full if the former business is continued; but after a
reorganization, the loss carryover may be reduced even if the old busi-
ness is continued.

The purchase limitations come into play where 50 percent or more
of the loss company's stock changes hands; but under the reorganiza-
tion rule there is no limitation (in sec. 38"2(b)) if the shareholders
of the loss company keep at least a 20 percent stock interest.

Where the purchase limitations apply, the loss carryovers are com-
pletely disallowed. Where the reorganization rules apply, lose carry-
overs are reduced in proportion to the change in stock ownership.

The rule that a loss company must continue the same business
when new owners buy control of its stock presents special problems.
M[any critics of this test argue that it is uneconomic to compel new
owners of a failing business to continue to operate that business if
a new activity can be found in which to make profits. Besides running
counter to normal business practice, this test has also been difficult
to apply in specific cases, i.e., it has been difficult for taxpayers and
for the courts to determine at what point a change in merchandise,
location or size of the business should be treated as a change in the
business in some cases, the new owners have been permitted to add a
different business to the old business, so that the impact of the existing
rule is further diluted.

The reorganization limitation does not apply to a "B"-type reorga-
nization (stock for stock). This means that a profitable company can
acquire the stock of a loss company in exchange for the profit com-
pany's stock, liquidate the loss company after a reasonable interval,
and use its loss carryovers without limit against the profit company's
future income, W~here a profitable company uses a controlled subsidiary
to acquire the assets of a loss company for stock in the profitable com-
pany. the reorganization rules can be completely avoided because
(under present law) the minimum ownership rule for the loss com-
pany's shareholders is nut applied by reference to the percentage in-
terest which these shareholders have in the profitable company (sec.
.382 (b) (6)). The parent company can then liquidate the loss company
and use all of the loss carryovers or. alternatively, the parent can con-
tribute new profitable businesses to its "loss" subsidiary and absorb
the loss carryovers against the future profits.

Section 269 of present law has had some effect in discouraging ob-
vious tax avoidance transactions which seek to exploit the fixed rules



of the code in the case of loss carrooi ers. However, this test requires
a subjective inquiry V into a taxpayer's tootives and is not a conipletelN
riftv tive tool fort y)ical transact ions. The tncertainty which tax ay I :,
face as to the possible application of ection 2;9. a )ng with the in-
certainties under -ection ;3s2 (such as when a business is cootined)
itself tends to redte tle price xwihich a bit yer of a buiness will pay and
thus often increases his windfall if lie can succeed in passing the tests
of l)resent law.

The omittee has re viewed the circunstanc-s under which linlita-
tions should be imposed ott net operating loss carryovers, whether
originating with the same corporation or inherited from an acquired
corporation. The itiiportance (if ]i venting abuse and for closing loop-
holes is especially important because of the increase in the loss carry-
over period which corporations will be allowed to elect under another
provision of the committee atmenlment. In light of these factors, the
committee has retained the basic prlovisioti, of present law in this area,
but has made several aliendments aimed at further restricting the po-
tential to use thee rles for abuse and, on the other hand, also to
coordinate the present rules.

-,plaoationl of tO

Pis cases . "'tc. of stock.-In the case of purchases of stok of a loss
corporation, the committee amendment changes -ectioi 3-2(a) to focus
on changes in stock ownership alone. The contintuation of business ritle
is eliminated. As a result, when the specified increase in stock owner-
ship by a buying group occurs, net operating losses mac, be limited
even if the new owners continue the saie trade or blisines. It will no
longer be necessary to make detailed factual inquiries into the differ-
ent degrees or ways that an existing business can be changed. By elim-
inating the continuation of business rule for stock purchases, the bill
creates a parallel with the existing rules for taxfree mergers.

On the other hand, the bill raises the point at which a purchase of
stock will bring limitations into play from 50 to over i0 percentage
points.

The all-or-nothing rule for stock purchases is also replaced by a pro-
portionate reduction in the allowable net operating loss carryover as
the buyer's interest rises aboxve an increase of 60 percentage points. Ii
this respect the rules for stock purchases are coordinated with the
present rules for taxfree transactions (as these rules are also changed
by the amendment). Under the amendment, a bli ' yer or group of boy-
ers can purchase for casli up to 60 percent of the stock of a loss cor-
poration and obtain the full at ailable loss carryovers (for the remain-
ing carryover period otherwise available for such losses). If the in-
crease in the buyer's stock townership is greater than 6 percentage
points, however, the net operating loss carryoer is reduced by a per-
centage of the carryover equal to two and one-hlalf percentage points
for each point over a 6(0 percentage point increase that the buyer has
acquired.'

3 For example, if the buyer increases his stock ownership during the applicable period
by 80 percentage points, the loss e.rryover i be reduced by 5o percent, i e, 20 percent
age oints above the 60 percentage point threshold tioe s 2' 0 ercentrduction nt
operating loss If the buyer increases his stock ownership by 65 percentage points, te
corporation will be permitted to carry over 87.5 percent of it, prior net operating losses

If the huyer increases his stock ownership by 0 percentage points onty 25 percent of the
net operating loss can be carried over.
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In applying these rules to stock purchases, the amendment
imposes several new restrictions. The period of time during which
stock purchases may be made which can bring the loss limitations into
play has been increased from 2 to 3 years. The test under which in-
creases in stock ownership are to be measured is changed from a per-
centage of the fair market value of the stock to an alternative: either
the voting power of all classes of voting stock or the total value of all
classes of stock. (This is generally the measuring rod used under sec-
tion 269 of present law.) If the buyer increases his stock ownership by
over 60 percentage points of either voting power or value, the loss
limitations will begin to operate. If the increase in percentage points
exceeds 60 in the case of both voting power and value, the limitations
are to apply by reference to whichever increase is the greater.

The amendment also adds a section 351 exchange to the transactions
to which section 382(a) applies. (New investors can escape the limita-
tions under the purchase rule in present law by transferring property
to the loss corporation in exchange for 80 percent or more of the com-
pany's stock, since the present rule applies only where the transferor
takes a cost basis in the stock he receives. A section 351 exchange is not
now covered because the transferor in such an exchange takes a "sub-
stituted" basis rather than a cost basis in the stock he receives.) The
amendment also makes clear that any combination of a purchase of
stock, redemption or nonrecognition exchange under section 351 will
be covered by the rules.

The amendment includes in the taxable years to which section 382
(a) applies the taxable year of the corporation in which an over-60
percentage point increase in stock ownership is completed. Under
present law, the limitations do not apply to a net operating loss in-
curred in the acquisition year itself and which will be a carryover to
later years. The amendment changes this rule and brings under the
limitations the loss company's net operating loss for the year in which
the increase in the buying group's stock exceeds 60 percentage points.
(The portion of the loss in that year to be affected is to be determined
by reducing the net operating loss in that acquisition year by the same
percentage which under this provision applies to loss carryovers from
earlier years.

Where a net operating loss in an acquisition year is limited under
this new rule, an additional rule is provided to prevent undue hard-
ship. If the new owners continued to hold their stock without change
during the following two years, each of these succeeding years would
become (because of the 2-year "lookback" to measure increases in

stock ownership) years in which an excessive increase in stock owner-'
ship occurred. The result would be to disallow or reduce net operating
losses incurred in these succeeding two years. To prevent this unfair
result, the bill provides in effect that if a person's stock ownership re-
mains unchanged during the first or second year following an exces-
sive change in ownership year, that person will not be treated as hay-
iig increased his stock ownership during those later years by
comparison with a point two years earlier. In this way net operating
losses incurred in one or both of these later years will not he reduced
under sec. 382(a) by reason of the earlier change in ownership.

A number of other safeguards are also added. The amendment does
not change the present provision which makes the constructive owner-



-hil) rules of section 318 apply to transactiolis under section .is2(a).
It is important to add safeguards in this area, however, because of
the potential for buyers to manipulate stock instruments which (for
example) contain option features under which new iiise tors couhl
purchase convertible bonds or stock in amounts which do not exceed
the GO percentage point level but which can be converted into addi-
tional stock in later years so as to exceed the 6) point level. In deter-
mining tle Ownership of stock under this provision, the amendment
authorizes the Internal Revenue Service to prescribe rules which spec-
ift which tock is to be taken into account in applying the limitations
of section 382(a).'
Mergers atid other taxftee reoiqcmnt;ots.-In the case of mergers

and other taxfree reorganizations in volving a loss company, the anienl-
ment make, no change in the present rile which preserves the net
operating loss cariyover in full if the loc company's shareholders
obtain a minimum stock ownership in the acquiring company, bit
reduces the carryover if these shareholders fall short of the minimum.
The amendment increases the required minimum ownership, however,
to 40 percent and reduces the loss carr over by 21/2 percentage points
for each percentage point less than 40 percent which these shareholders
obtain. If the shareholders of the loss company retain at least a 40
percent interest when they sell their stock to new investors for cash,
or if they retain at least a 40 percent interest in the acquiring company
after a merger or other reorganization, the loss carryovers will survive
in fll. To the extent their retained interest falls below these level
in either situation, the loss tarryotvers will he reduced.

The minimum ownership rules under this provision ar'e to be
measured by reference to tle acquiring company's "participating
stock." This is defined to mean voting stock which represents an inter-
est in corporate earnings not limited to a stated amount of nooev or
property,, and which is not preferred in an i'. pe(.t (other than as to
voting rights) over any other outstanding stock either as to distribu-
tion of earnings or distribution of assets on liquidation. The merger
rule will thus not be satisfied by giving the loss company shareholders
toting preferred stock.

The amendment also closes a gap in present law by niaking a stock
for stock exchange (which is taxfree as a "Bi" reorganization) subject
to section :8(b). Ili this type of exchailge, if the shareholders of the
loss company exchange their stock for stock in an acquiring company.
the Its shareholders will ow stock in the acquiring company which,
in turn, will own the loss company as a suibsidiary. The percentage
limitations of section 382(b) will apply to the shareholders' stock in
the acquiring company and the restilt will afet't the percentage of the
loss carr vows' of the new subsidiary which can be applied against its
income after the exchange. These limitations will apply even if the
parent later liquidates the subsidiary in a taxfree liquidation (see.
382). (If the excinge and later liquidation can out the farts be
"stepped" together altcl treated as a "c" reorganization (sec. 36s (a) (1)
(c)). the losses will also be limited under sec. :sg (b)).

4 Although -,tion 318 slredy triggers attribution as,,t on an option (see ,Sa)

c4t), the Servic is to have specific authority under see. 382(a) to treat convertible s,-
cutritico and other options as equivalent to the underlying stock and otherwise to prevent
ianipuiiions of stock structures which readily appear designed to circumvent the specific
rules of see. 52(a).



The amendment also eliminItes a rule in' present law under which
."triangular" reorganization can be used to avoid the limit tions in
section 382(b). Under present law, if an acquiring company arr nges
for a controlled subsidiary to acquire a loss company for tock of the
parent company, the limitations on loss carryovers are applied by com-
paring the valqe of the loss shareholders' stock in the parent company
with the value of all thie stock of the loss company (see, 882(b) (fu.,
If the loss company receives no new assets, howeer, th', loss share-'
holders will usually be treated as having, sufficient percentage iptere4 ,
(under this rule) to qualify' fr a fufl crryover. The"amendmert '

changes this rule and requires that the percentage limitations be p-'
plied-by reference td the loss shareholders' actualpercentage interet
in the parent company.5

The general tax avoidawe test.-The committee has not amended,
section 269 of present law becausethe appjcatioh of this general di*
allowance provision should be retained foi transaptionis not expressly
within the fixed rules as changed bj the amendment. Section 269 is
retained, for example, to deal with "built-in loss" transactions and
other exchanges or transfers which are apparent devices to expIoit
continuing gaps in the technical rules for tax avoidyce purposes, The
committee believes, however, that section 269 should not be applied to
disallow net operating loss carryovers in situations where par 'or all
of a loss carryover is permitted under the specific rulep ii section 889,.
unless a device or scheme to circumv ent the purpose of the carryover
restrictions appears to be present.

The Libson Shops doctrine.-In 'Zit~son S pa, Jn v. Koeher, 353
U.S. 382 (1957) the Supreme Court, in a case decided under .t* 1989
Code, adopted an approach to the loss carryover area under 7hich loss
carryovers ,would -basically follow the business activities which gave
rise to the losses. Considerable uncertainty has existed since this
decision as to whether the business, continuity, approach represents,
a separate, nonstatutory test for, determining carryoversof net operat-
ing' losses. In view of the changes made in present law in the ameudr
ment, the committee believes that the so-called Libson Shops approach,
should have no application to determining net operating loss carry-
overs after stock purchases or reorganizations in tax years for which
the amendment is effective.

Carryover of certain other itsmsn.-Under present law, limitations-
similar to those placed on operatingloss carryovers followinga reorga-,
nization or taxable purchase of stock are imposed on carryovers of
unsued investment credits, work incentive credits, foreign taxes and
capital losses (sec. 383). The bill amends this provision to elj-ninate
the reference to the continuation of business rule in section 382(a). The
changes made by the committee in section 382 are thus incorporated by
reference into section 383.

Effective date.-The amended rules relating to taxable purchases,
etc. of stock in section 382(a) are to become effective no earlier than
the date of enactment of this bill. This means that the "lookbace".un-
der section 382(a), as amended, will not have to be made to taxable
years beginning before the date on which this bill becomes law. The

This rule will also cover so-called "reverse mergers'? of the kind, described in e. 865
(a) (2) (E).
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date of enactment will be the earliest point to which the lookback will
be made from subsequent years.

The new rules limiting net operating loss carryovers to years end-
ing after a tax-free reorganization will apply to reorganizations con-
summated pursuant to a plan of reorganization adopted after the date
of enactment of the bill.



I. CONTINUATION OF CHANGES IN CORPORATE TAX

RATES AND INCREASE IN SURTAX EXEMPTION

(Sec. 503 of the bill and sec. 11(b) of the Code)

Present law
Prior to the 1975 Tax Reduction Act, corporate income was subject

to a 22-percent normal tax and a 26-percent surtax (for a total tax rate
of 48 percent). However, the first $25,000 of corporate income was
exempt from the surtax. As a result, the first $25,000 of corporate
income was taxed at a 22-percent rate and the income in excess of
$25,000 was taxed at a 48-percent rate.

In the Tax Reduction Act of 1975, the surtax exemption was in-
creased to $50,000 and the normal tax was reduced to 20 percent on
the initial $25,000 of taxable income. This results in a 20-percent rate
on the first $25,000 of income, a 22-percent rate on the next $25,000 of
income, and a 48-percent rate on that part of income in excess of
$50,000. These changes were extended by the Revenue Adjustment Act
of 1975 through June 30, 1976. However, since the increase in the sur-
tax exemption to $50,000 and the reduction of the normal tax on the
initial $25,000 of taxable income to 20 percent were extended for only
six months, the corporate tax rate is scheduled to revert to the pre-
1975 levels on July 1,1976.

Reasons for change
The temporary changes in the corporate surtax exemption provided

by the 1975 Tax Reform Act were adopted for two reasons: First, to
grant tax relief to small businesses which are not likely to derive sub-
stantial benefits from the liberalizations in the investment credit be-
cause they are not capital intensive; and second, to provide temporary
tax relief to small business as part of a program of tax reduction de-
signed to help sustain the economy and promote economic recovery.
These reasons for increasing the surtax exemption and lowering the
normal corporate tax rate continue to apply in the current economic
situation.

Explanation of provision
The bill makes permanent the increase in the surtax exemption to

$50,000 and the reduction in the normal tax rate on the first $25,000
of corporate income to 20 percent. In addition, the bill makes these
provisions applicable to mutual insurance companies in order to cor-
rect an oversight in the Tax Reduction Act of 1975.

Effective date
These provisions make the changes in corporate tax rates and the

increase in the surtax exemption applicable in the case of all taxable
years ending after December 31, 1975. They are also made applicable
to mutual insurance companies for taxable years ending after Decem-
ber 31,1974.
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Revenue effect
This provision will reduce budget receipts by $1,676 million in fiscal

year 1977, $2,221 million in fiscal year 1978, and $2,771 million in fiscal
year 1981.

This change involves an estimated revenue loss of $1.0 billion in
1976. In calendar year 1977, the revenue loss will amount to an
qtimated $2.14 billion-$1.81 billion for the increase in the surtax ex-
dhitption and $330 million for the reduction in the normal tax rate to
20 percent on the first $25,000 of corporate income. In accordance withthe provision's objective, the larger part of the resulting tax reduc-
tions wilU accrue to small corporations. For example, about 63 percent

of the aggregate tax reductions resulting from the liberalized surtax
exemptions and the decrease in the normal tax rate provided by thebill will accrue to corporations with incomes of less than $100,000.



J. TAX TREATMENT OF FOREIGN INCOME

1. Exclusion for Income Earned Abroad (see. 1011 of the bill aid
sees. 36 and 911 of the Code)

Present law
U.S. citizens are generally taxed by the United States on their world'

wide income, with the provision of a foreign taxcredit fbr foreign
taxes paid.' However, U.S. citizens who are working abroad jay ,ex-.
elude from their income up to $20,000 df earned income for pErieo
during which they are present in a foreign country for 17 out of 18
months or during the period they are bona fide residents of foreign
countries (sec. 911). In the case of individuals who have been bona fide
residents of foreign countries for three years or more, the exclusion is
increased to $25,000 of earned income.

The above exclusions do not apply to employees of the U.S. Govern-
ment working abroad. However, present law provides that certain
special governmental allowances given to these employees are excluded
from gross income and are not taxed by the United States (sec. 912).
These allowances, which include housing, cost-of-living, education and
travel allowances (established by various statutes) are exempt under
the tax laws. (Allowances received by members of the armed forces are
exempted under provisions of law outside of the Internal Revenue
Code.) Any employee is entitled to exclude from gross income lodging
furnished by the employer on the business premises if the employee is
required to accept it as a condition of employment (see. 119).

Reasons for change
The committee believes that the exclusion for income earned abroad

under present law should be retained so that the competitive position
of U.S. firms abroad is not jeopardized. Therefore, the committee does
not agree with the provision in the House bill which would, with cer-
tain exceptions, phase out the exclusion over four years. However, the
committee's attention has been called to the presence of unintended
results under present law. For example, compensation is excluded
under section 911 even though it is not subject to tax by the foreign
country where the employee is employed if the compensation is paid
outside that foreign country (e.g., if the salary is sent to a bank outside
of that country).

In those cases where a foreign tax is paid by the U.S. citizen, that
tax is creditable directly against any U.S. tax that might otherwise
exist on income above the $20,000 or $25,000 excludable limits. This
combination of an exclusion of $20,000 or $25,000 of income, plus the
allowance of the full foreign tax credit attributable to all income (in-
cluding the excluded income) gives taxpayers who do pay tax to for-
eign governments in effect a double benefit, in that they can offset
the foreign taxes paid on the excluded income against any U.S. tax

1A foreign too credit is not allowed to those individuals who take the standarddeduction.



which may be due on additional foreign income. The result is that
$40,000 or more of earned income can be exempted from U.S. tax
if the U.S. employee pays any significant income tax to the foreign
government.
SJin addition, compensation in excess of the excluded amount is taxed

by the United States at a marginal rate that would apply to an em-
ployee who had not earned the excluded amount. The committee feels
that~this treatment is inconsistent with our progressive tax system and
that the marginal rate applicable to the employee having the advan-
tage of the exclusion should take into account the excluded amount.
I Thecommittee is also concerned over the problem that is encoun-

tered by individuals working overseas, particularly in remote areas of
less-developed countries. Quite often housing costs for employees near
or on construction sites is very expensive to provide. To the extent that
the employee is required to take the cost of the housing into income, the
employee can have a very high tax burden although he has received
little or no apendable income.

RwXplanazos of pro'ijson
The committee amendment retains the exclusion for certain earned

income of individuals abroad but makes three modifications in the
computation of the exclusioni. First, the amendment provides, as did
the House bill, that any individual entitled to the earned income
exclusion is not to be allowed a foreign tax credit with respect to
foreign taxes allocable to the amounts that are excluded from gross
income under the earned income exclusion. Thus, foreign income taxes
Ahat are paid on excluded amounts are not to be creditable or
deductible.

Second, the amendment provides that any additional income derived
by individuals beyond the income eligible for the earned income exclu-
mon is subject to U.S. tax at the higher rate brackets which would apply
if the excluded earned income were not so excluded. For the purpose of
determining the rate brackets applicable to the nonexcluded income,
the taxpayer is entitled to subtract those deductions which would
be other wise disallowed by reason of being allocable to the excluded
earned income. Thus, for example, if a taxpayer has $20,000 of gross
income which is excluded under the earned income exclusion and
also has $5,000 of deductions which are not allowable by reason of
the deductions being allocable to the excluded earned income, the tax-
payer is treated as having $15,000 of taxable income for purposes of
computing the tax rates on the nonexcluded income.

Since earned income is now subject to an exclusion with the other
income being taxed at the higher brackets; any foreign tax credits dis-
allowed by reason of being allocable to the excluded earned income are
to be considered as those taxes paid on the first $20,000 or $25,000 of
excluded income.

Third, the amendment makes ineligible for the exclusion any income
earned abroad which is received outside of the country in which earned
if one of the purposes of receiving such income outside of the country
is to avoid tax in that country. The tax avoidance purpose does not have
to be the only purpose for receiving the nioney outside of the country
in which earned, nor dos it have to be the principal reason for receiv-
ing the money outside of that country.' It is sufficient that it be one of



the purposes. It is the committee's intention that the fact that the
country in which the income is earned does not tax amounts received
outside of the country be viewed as a strong indication of a tax avoid-
ance purpose.

The committee's amendment, provides, as did' the House 'hill'i that
individuals taking the standard deduction are to be allowed the foreign
tax credit

The committee's amendment provides an exclusion for- cettan
housing which is either furnished to the employee by theemployer
or reimbursed by the employer. The exclusion, is limited! to the
amount by which the State Department allowance 'in that particular
geographic locale exceeds the cost of comparable housing in Wash-
ington, D.C. To the extent that any amounts are excluded tider 'this
provision, the exclusion under section 911 is to be reduced on a dollars
for-dollar' basis. The committee also is aware that questionshave*
been raised as to the entitlement to the exclusion for housingfurnishtd
to employees on the employer's premises when the employee 'is em-'
ployed on a large construction project in a remote area. Qute often no
housing, other than that finished by the employer, is available. pur
committee expects that the Internal 6ennue'ServApe will administer
the exclusion of present law in as liberal 'a manner as possible giventhe
confines and limitations pf the existing provision so that as miany em-
ployees as Possible who are involved in overseas "nstructiqn proje6N
will be entitled to this exclusion.

Effective date
These provisions are effective for taxable years beginning after

December 31, 1975.
Revenue effect

This provision will increase budget receipts by $3Q million jn fiscal
year 1977, $28 million in fiscaLyear 191 'and:$28 million in, tsea1
year 1981.
2. U.S. Taxpayers Married to Nonresident, Aliens (see. 1012 of tht

bill and sees. 879, 891, 6013 and 6073 of the Code)
Present law

Under present law, a husband and wife may file a joift income tdx
return even though one of the spouses has no gross income or deduct
tons. However, a joint return may not lie made if either the husband
or the wife at any time during thetaxable year was a'nonresident
alien. Under present law, nonresident aliens are generally requiredto
file estimated tax returns by April 1'5 of the Sir in 'luestibn; although
they have until June 15 to file the income tax return for the previous
year.

Reasons for change
As a rule, a husband and wife find it desirable to file a joint retun

since it generally results in a lower aggregate tax liability than ifhey
each filed separate returns, of thfir own income and deductions. Tax-
payers are encouraged to ,file joint returns dua 'to' t h fact that it
eliminates the admopistrative problems of otherwise having to allocate
income and deductions between marred tspayqr&



The inability of a husband and wife to file a joint return where one
of them is a nonresident alien has resulted in the possibility of a heavier
tax burden being placed upon this toup of taxpayers than other mar-
red taxpayers. for example, even though a joint return is not allowed,
the spouse who files a tax return is required to use the higher rate
table for married individuals filing separately. In addition, these
married individuals cannot obtain the benefits of the 50-percent maxi-
mum tax on earned income because married taxpayers must file a joint
return in order to obtain the benefits of that provision. There are
approximately 10,000 U.S. taxpayers who are married to nonresident
alien individuals.

These disadvantages under-the U.S. tax laws are, however, offset
by a number of tax advantages for certain of these taxpayers. First,
the foreign source income attributable to the nonresident alien spouse
is notsubject to any U.S. taxation. Second, if the taxpayers are subject
to eomunity property rules, one-half of the earned income of the
taxable spouse is treated as being the income of the nonresident alien
spouse and is not subject to U.S. taxation if it is from foreign. sources.
rfcNonresideut alien individuals who are required tp file declarations
of estimated income tax for a taxable year must file two months before
tietime required for filing a return of income for the previous taxable
year, while domestic taxpayers may file the declaration at the time the
return for the previous year is due. It is normally helpful to compute
tax liability for the previous year before estimating the. income tax for
the ,current year. However, nonresident aliens must compute their
'estimated tax two months prior to the due date of their return for the
prior year.

Explanation of proviuions
The committee amendment allows a U.S. citizen or resident married

to 'a nonresident alien to file a joint return provided that an election is
made by both individuals to be taxed on their worldwide income. The
nonresident alien is treated, in effect, as a resident of the United States
for purposes of the income tax laws. A requirement of the election is
that the husband and wife agree to supply all the necessary books and
records and other information pertinent to the determination of tax
liability failure to do so could result in termination of the election by
the Secretary.

The election applies for the taxable year for which made and for
all subsequent years until terminated. However, the election does not
apply in a taxable year in which neither spouse is a U.S. citizen or
resident at jny time during the taxable year.

The election continues until terminated. Either spouse may revoke
the election for, any taxable year so long as the revocation is made
prior to the prescribed time for the flling of the income tax return for
such year. The election is terminated in the event of the death of
either spouse or the legal separation of the spouses under a decree
of divorce or of separate maintenance. In the event of the death of
either spouse, the election will 'ordinarily terminate for the year of
tbs surviving spouse following thq,year in which the death occurred.
However, if the surviving spouse is a U.S. citizen or resident who,
for.yeais subsequent to,tlhi death of the spouse, is entitled to use the
joint return rates (as provided inder secs. 1(a) (2) and 2), the elec-
tidn will not terminate until the close of the last year for which joint



return rates may be used. In the event of legal divorce otrseparstion,
the electidn terminates as -of -the beginning of the taxable year -ik.
which the divorce or separation occurs.

The Secretary may terminate an electiorif he determines thit iaitlhq
spouse has failed to keep adequate tax 'records, to give the IRS aded
quate access to such records, or to supply 'audf other information as
may be reasonablynecessary to 'ascertain the'taxpayer's 'income tax
liability for the taxable year.'

If an election is terminated for any two inditidualg for.any of the
reasons:stated abovej neither. of them will be eligible to-make.the
election for any subsequent taxable year. For example; if a divorced
individual, who had previously idadAthe election, were to remarry,
he or ihe would not be eligible- to make thselection.

The~above rules apply in-the case of dlien'individuals who~ot no
become residents of the UAited States.The committee amendmeatpro-
vides a special rule for a nonresident alien individual who becomes a
resident of the United States at the clqe of the taxable year if married
to a citizen or residentof the United'States. Present law preventsthis
couple from filing'a joint return, sincethey both were not oftizens or
residents of the, United States -for the entire taxable years 1. :['I

The committee amendment provides that a n6nresident alienthob at
the close of a taxable year is a US. resident and is married to a US;
citizen or resident may elect with the other spouse to'be eligible fOrtbe
joint return provision. In that case, the spouse who was a nonresident
alien for the first part of the year is treated as a resident of the United
States for the entire taxable year for purposes of the, income tax 1w
and thus is taxable on his worldwide income. Since this provlien isA
limited exception for individuals when they first become re4dents of
the United States, the election does not a'pply'to any subsequent tax-
able year, and tie taxpayers are not eligible to make a second ettion
for any such subsequent year.

The committee amendment makes certain community property laws
inapplicable for income tax purposes where the election is'not ndd,
Earned income of a spouse', other than trade or business 'or', partnet-
ship distributive share income, is tiated as the income of 'the sjotihe
whose services generated such income. Trade or business and partner
ship distributive share income subject to community propertr'la*
will receive the same treatment as that provided under'sectin" 14A2
(a) (5) (defining net earnings from self-employment)'. Under sec-
tion 1402(a) (5) (A), trade or business income (other than that de-
rived by a partnership) -which is treated as community 'income iN
treated as the income of the husband unless the wife exercisb6i sub-
stantially all of the management and control of such irade or blsi-
ness, in which case the income of the trade oi business is treated as
that of the wife. Under section 1402(a) (5) (B),' any position of a
partner's distributive share of the ordinary income or loss'- from h
trade or business carried on by a partnership which is-corimunity
inconte or loss is treated as the iiicoiie oi lbss of such partner ' and d6
part of such distributive share is attributed to the other spouse.

Community income derived from separate property of one spoime
(*nd which is fheither earned income, fradedr busiritss income, ftOr
partnership disttibutive share income) is tredted W t6 e income 'ofthat
T e. All other community income is treatedas proviedby the api
licable coIiununity property la.- • byte. p



215

The above rules are identical to the House bill.
In addition, however, the committee amendment provides for a de-

lay in the time for filing a declaration of estimated tax for a taxable
year by ,certain nonresident alien individuals until the time required
for filing a return of income for the prior taxable year. The amend-
ment provides that in the case of nonresident alien individuals who
are not subject to wage withholding, the due date for filing the esti-
mated tax return is not to be any earlier than the due date for the
tax return.

Effective dates
The provisions of the bill pertaining to the election to be treated as

residents of the United States apply to all open taxable years begin-
ning after December 31, 1971. (The House bill would have been appli-
cable with respect to taxable years ending on or after December 31,'
1975). The provisions of the 'bill pertaining to the tax treatment of
certain community income, and to the due date for filing estimated tax
returns, apply to taxable years beginning after December 31,1976.

Revenue esfieiat
This section of the amendment it is estimated will result in a decrease

in budget receipts of $5 million dollars annually.
3. Income of Foreign Trusts and Transfers to Foreign Trusts

and Other Foreign Entities (sees. 1013 to 1015 of the bill and
sees. 643(a)(b), 668, 670, 679, 1056, 1491, 1492, 6048, and 6677
of the Code)

Present la,
Under present law, the income of a trust is taxed basically in the

same manner as the income of an individual with limited exceptions
(Sec. 642). Just as nonresident alien individuals are generally taxed
only on their U.S. source income other than capital gains 2 and on
their income effectively connected with a U.S. trade or business (and
not on their foreign source income), so any trust which can qualify as
being comparable to a nonresident alien individual is generally not
taxed on its foreign'source income. If a trust is taxed in a manner
similar to nonresident alien individuals, it is considered (under sec.
77011a) (31)) to be a foreign trust. ,

The Internal Revenue Code does not specify what. characteristics
niust exist before a trust is treated as being comparable to a nonresi-
dent alien individual. However, Internal Revenue Service rulings and
court cases indicate that this status depends on various factors, such as
the residence of the trustee, the location of the trust assets, the country
under whose laws the trust is created, the nationality of the grantor,
and the nationality of the beneficiaries,3 If an examination of these
factors indicates that a trust has sufficient foreign contacts, it is deemed
comparable to a nonresident alien individual and thus is a foreign trust.

Under present law, grantors and other persons are treated as the
owner of a trust (under the grantor trust rules), il they have certain

Sec 41 of this bill provides an exeeptin to the rule that nonresident alien individuals

(and thus comparable trusts) are taxed on their U.S: source income. That provision exempts
certain U.S. source interest of nonresident aliens from U.S. taxation.

-For example see Re. Bull. 60-181 (C.B. 1960-1, 257) and B. W. Jones Trnset v. Con-
.tiasioaer, 46 B.T.A. 531. iff'd 132 F. 2d R14. -



powers or interests in the trust. The gtntorutst rules which tax the
income of those trusts to the grantor jsee sec. 671 to 678) apply equally
to foreign iSnd domestic trusts. If a U.S. grantor establishes a foreign
trust which comes within these provisions, the worldwide inome'of
that trust is taxed by the United States to the grantor.

If a U.S. taxpayer is a beneficikly of-ra' foreign trust, distributions
to him are taxed in basically the same manner as are distributions to
a beneficiary of a dbmestic trust.' Distributions of ordinary income
received from foreign trusts which can accumulate income are subject
to the same throwback rules (sec. 668) which apply to domestic trusts.
Under these rules a beneficiary detepnines his tax on a, distribution
of income earned by the trust in an e rlier year either under the "exact
method" or under the alternative =!-year shortt mJithod." Alao
distributions of capital gain income frqm a foreign trust are treated
similarly to such distributions from domestic trusts (Le.i the income is
excluded from distributable net income 4 and is taxed under the special
capital gains throwback rules (sec, "669) ),'but only if Ihe foreign trust
is created by a foreign person. If a foreign trust is created by'a u.S:
person, gains from the sale or exchange of capital assets are incfdded in
the distributable net income and -thus are treated as received by a
beneficiary proportionally with any ordinary, income earned bycthe
trust in the same year. This.exception favqrs $oreign trusts created by.
U.S. persons over domestic trust ..and f 4 eign trusts created by'
foreign persons because a beneficiary can receive a distribution of
capital gain income, which is taxed at a lower rate, titholt retiring
the trust first to distribute all of its ordinary income. Under 'peent
law, any capital gains income retains its character in the hands of the
beneficiary, thus being eligible, for the capital gains deduction, (under
sec. 1202)-upon the distribution of the income.

Regardless of whether a trustiis a foreign trust, the amount of
any income distribution to. a U.S.-beneficiary out of aucumalated -,
come of the trust is increased bythe amount of forign and US. taxv,
paid by the trust (sec. 666(b)). A foreign tax is thus deemed distrib-
uted to'a beneficiary with a distribution of income and may bp used is
the basis for claiming a foreign tax credittsgainst any U.S. ta on,
that income (see. 901,(b)),

In addition to the above provisions which govern the taxation of
foreign trusts, present law imposes (sec 1491) an excise tax of 27
percent on, certain transfers of property to foreign, trusts, as well as to
foreign corporations (if the transfer is a contribution to capital.),
and to foreign partnerships. Under present lfw the excise tax is im
posed on all transfers of stock or securities to such an entity by, a
U.S. citizen, resident, corporation, partnership or trust.,he amount of
the excise tax is equal to 27 percent of the, amount. of the excess of.
the value of the stock or securities over the adjusted basis in the hands
of the transferor..

Reason for change
The rules of present law permit U.S. persons to establish foreign

trusts so that funds can be accumulated free of U.S. tax. Further, the
funds of these foreign trusts are generally invested in'countries which

V The effect of excluding capital gains from distributable net income is to treat S
income as being received by a beneficiary only after all ordinary income for all years of the
tront has been distributed.



do not tax interest and dividends paid to foreign investors, and the
trusts generally are administered through countries which do not tax
such entities. Thus, these trusts generally pay no income tax anywhere
in the world. Although the beneficiaries are taxed (and the throwback
rules are applied) upon any distributions out of these trusts, neverthe-
less the use of foreign trusts permits a grantor to provide a tax-free
accumulation of income while the income remains in the trust. The
committee believes that allowing this tax-free accumulation of income
is inappropriate and provides an unwarranted advantage to the use
of a foreign trust over the use of a domestic trust. Accordingly, the
committee amendment provides that where there is a U.S. grantor
the income of a foreign trust is taxable to him if the funds are being
accumulated for a U.S. beneficiary. The committee amendment also
provides for an interest charge on the amount of any tax paid by a
U.S. beneficiary in cases where the income of the trust is not taxable
to a U.S. grantor.

In addition, elsewhere in this bill the committee has made a number
of changes in the treatment of domestic trusts (see sec. 708 of the
amendment). These changes, particularly the modification of the
throwback rules and the elimination of the character of capital gains
upon accumulation distributions to beneficiaries, are intended to sim-
plify the administration of the tax laws. Adjustments in the rules
applicable to foreign trusts must be made in light of these changes in
order to prevent foreign trusts from receiving relatively advantageous
tax treatment.

A final problem that 'has come to the committee's attention relates
to the effectiveness of the provision of the Internal Revenue Code
providing for a 27% percent excise tax on certain transfers to foreign
entities, including foreign trusts. The excise tax was intended to pre-
vent U.S. taxpayers from transferring appreciated property to for-
eign trusts or other.foreign entities without payment of a capital gains
tax. However, under present law the excise tax of 27% percent of the
amount of appreciation is less than the maximum capital gains tax
on individuals (which can be as high as 35 percent). Furthermore,
the excise tax provision has been interpreted by some tax advisors to
exclude transfers to foreign entities to the extent that the entity pro-
vides some consideration to the transferor. For example, a U.S. tax-
payer can transfer appreciated stock to a trust established by him and
can receive in return from the trust a private annuity contract or
other deferred payment obligation.5 The committee believes it is appro-
priate to tax a transfer of assets in these situations.

Emplanation of provisions
The committee amendment includes three separate sets of provi-

sions which revise the present treatment of foreign trusts. First, a

'Since the contract Is viewed as conslderatlon for the assets transferred. section 1401has ben interpreted by some tax advisers not to apply to the transfer. Under this view.
the transferor can transfer an asset to a forein trust and cause it to be sold withoutnavmront of tax and can receive. in return, annual payments which are taxed over a num-
ber of years. The effect of this tranaetlon is that the transferred defers payment of a
ashbtantlai amount of tax attributable to the sale of the appreciated asset and obtains the
lazeft of a tax-free accumulation of the proceeds of the sale. The committee believes
that any pole in favor of permitting deferral of tax In private annsltv transactions
should not apply to a private annuity transaction with a foreico trust. These trusts have
lipsitpd Rssets. so that if the transferor outlives his life expectancy the trust will often
he unable to continue ansnty payments, and if the transferor dies prematurely his bene-
ficiaries receive the re.sinlne frot assets. These facts make the transaction quite different
from a conventional private annuity.



foreign trust, the corpus of which is, iii whole, or in part, transferred
to the trust by a U.S. person and which has a U.S. beneficiary, is made
subject to a new grantor trust provision. This provision generally taxes
the income of such a trust to the U.S. person transferring property to
the trust. Second, in the case of a foreign trust the income of which
is not taxed to the grantor, the taxation of any distribution to a U.S.
beneficiary is revised by changing the rules for taxing capital gains in-
come and by adding an interest charge on accumulation distributions.
Finally, the excise tax on transfers to foreign entities, such as foreign
trusts, is expanded in its scope and the rate of the excise tax is increased.

The committee amendment with respect to grantor trust rules are
substantially the same as the corresponding provisions in the House
bill.

Grantor trust rules-The committee amendment contains a new
grantor trust provision under which, in general, any U.S. person
transferring property to a foreign trust which has a U.S. beneficiary
is treated as owner of the portion of the trust attributable to the
property transferred by the U.S. person.

6 
The committee amendment

specifically excludes trusts described in section 404(a) (4) (relating to
employee trusts created or organized outside of the United States)
from this new provision. Any U.S. person treated under this provi-
sion as owner of a portion of a trust is taxed on the income of that
portion of the trust in the same manner as an owner of a trust is taxed
under the existing grantor trust rules (part TE of subchapter J of
the Internal Revenue Code). If another U.S. person would be treated
as owner of the same portion of the trust under the grantor trust rule
(sec. 678 which applies to persons other than the grantor), that other
person is not to be treated as owner of that portion of the trust for
tax purposes. For purposes of determining the portion of a trust over
which the U.S. grantor is treated as owner, loans to the trust by the
grantor or by any other person shall be disregarded/

The new grantor trust provision applies to transfers of property by
any U.S. person, as that term is defined in the Internal Revenue Code
(sec. 7701(a) (30)). Thus, transfers by U.S citizens or residents, by
domestic partnerships, by domestic corporations, and by estates or
trusts which are not foreign estates or foreign trusts are included.
However, transfers by U.S. persons which take place by reason of the
death of the U.S. person are not included. For example, the income of a
foreign testamentary trust created by a U.S. person is not taxed to the
estate of the U.S. person. In addition, an inter vivos trust which is
treated as owned by a U.S. person under this provision is not treated
as owned by the estate of that person upon his death.

These rules apply only for income tax purposes. Whether the corpus
of the inter vivos trust is included in the estate of the U.S. person
depends on the estate tax provisions of the Code. Such provisions, as
well as the gift tax provisions of the Code, are unaffected by this
amendment.

(-This provision does not affect the definition of a foreign trust provided in see. 7701
(at (31 of the Internal Revenue Code since the foreign sorcery Income of a grantor trust

is ts'ed to the ower and not the trust Itself.
IFor e-ample, if a U.S. person transfers $10 to a foreign trust having TT.$. bene-

fcares. and also lends X90 to that trust. he shall he treated as the owner of trust
Income attributable to 5500. For this Purpose. if a U.S. person makes a deposit in a
bank (or a contribution to another enUtity) and that deposit (or contrlbston) is followed
(or preceded) by a loan of a similar amount to a foreign trust. the U.S. person is to be
considered to have made the loan directly to the trust.



The new grantor trust provision applies to transfers of property
by U.S. persons whether the transfers are accomplished directly or
indirectly. Transfers by a domestic or foreign entity in which a U.S.

has an invest may be as an indirect transfer to the
foreign trust by the U.S. person if the entity merely serves as a conduit
for the transfer by the U.S. person or if the U.S. person has sufficient
control over the entity to direct the transfer by the entity rather than
himself If a foreign trust borrows money or other Aroperty the re-
payment of which is guaranteed by a U.S. person, that U. . erson
is treated as having transferred to the trust the property to which the
guarantee applies. For this purpose, a guarantee may consist of any
understanding, formal or informal, by which payment of an obliga-
tion is assured.

Transfers by U.S. persons are subject to the grantor trust provision
regardless of whether the transfers are made without receipt of con-
sideration from the trust or whether the transfers constitute a sale or
exchange (including a tax-free exchange) of the property to the trust.
However, the amendment provides an exception for transfers of prop-
erty to a foreign trust pursuant to a sale or exchange of the property
at its fair market value if, in the transaction, the transferor realizes
and recognizes all of the gain at the time of the transfer or if the gain is
taxed to the transferor as provided in section 453 (providing for
installment reporting of gains under certain circumstances). If this
exception applies, the transferor is not treated as owner of any portion
of the trust by reason of that transfer. But the transferor is treated
as an owner of the trust if gain is realized from the transaction and if
the transferor reports the gain as an open transaction or as a private
annuity.

A U.S. person transferring property to a foreign trust is treated as
an owner of the trust only if the trust has a U.S. beneficiary. The
committee amendment provides that a trust is treated as having a
U.S. beneficiary if the trust instrument includes existing U.S. persons
as beneficiaries or if the trust instrument (taken together with any
related written or oral agreements between the trustee and persons
transferring property to the trust) gives to any person the authority
to distribute income or corpus to unnamed persons generally or to any
class of persons which includes U.S. persons. This authority exists,
for example, if any person (whether or not adverse to the grantor)
has the power to appoint U.S. beneficiaries or to amend the trust
instrument in such a way as to include U.S. beneficiaries. A trustee
(or other person) can have authority to distribute income or corpus
to unnamed persons and can avoid 'being treated as having a U.S.
beneficiary if terms of the trust (which cannot be amended) provide
that no part of income or corpus of the trust may be paid or accumu-
lated for the benefit of a U.S. person. Of course, the fact that a named

s For example, if a U.S. person transfers property to a foreign person or entity and if
that person transfers that property (or its equivalent) to a fore'n trust that has U.S.
beneficiaries, the U.5. Person transferring the property to the foreign person or entity is
treated as having made s transfer to a foreign trust unless it can be shown that the
transfer of property to the trust was unrelated to the U.S. person's transfer of propertyy to
the foreign person or entity. A similar rule applies to transfers oncludr certain
debcred sales) through domestic entities or persons. For example, if a U.S. person
transfers property to a domestic trust or corporation and that entity subsequently
taosfers the some or equivalent property to a foreign frust, the U.S. person may be

e~ted as having made a transfer o property indirect to a foreign trust. Moreover,
transfers to a domestic trust which suoequeatly hecomes a foreign trust may he

bearded s indirect transfers to a foeign trust.



foreign beneficiary could become a U.S. person by residency or citizen-
ship does not cause a foreign trust to be treated as a grantor trust
before the event actually occurs.

In addition, the committee amendment provides that a trust is
treated as having a U.S. beneficiary for any taxable year if, assuming
the trust terminated in that taxable year, any part of the remaining
income or corpus of the trust could be paid to or for the benefit of a
U.S. person. The same rules that apply to determine whether a trust
has a U.S. beneficiary in any year during its existence are to apply to
this termination provision.,

The committee amendment provides that a year-by-year determina-
tion be made of whether or not a trust has a U.S. beneficiary. If a
foreign beneficiary becomes a U.S. person (and thus becomes a U.S.
beneficiary), the new grantor trust provision applies to the transferor
beginning with the transferor's first taxable year in which the foreign
person becomes a U.S. beneficiary."

The committee amendment provides a special rule for cases in which
a foreign trust acquires a U.S. beneficiary in any taxable year and has
undistributed net income (i.e., accumulated income which would be
taxable to a beneficiary upon distribution) as of the close of the im-
mediately preceding taxa9!e year. In such a case, the transferor of
property to the trust is treated as having additional income in the first
taxable year in which the taxpayer is treated as an owner of a portion
of the trust. The amount of the income is equal to the undistributed
net income for all prior taxable years to the extent that such undis-
tributed net income remains in the trust at the end of the last taxable
year before the trust had a U.S. beneficiary."

The committee amendment provides for attribution rules for deter-
mining whether a trust has a U.S. beneficiary. A trust having a foreign
corporation as a beneficiary is treated as having a U.S. beneficiary
if more than 50 percent o? the total combined voting power of a
classes of stock is owned or considered to be owned by U.S. sharehold-
ers under the rules for determining stock ownership of controlled for-
eign corporations. Similarly, if a foreign trust has a foreign partner-
ship as a beneficiary, the trust is treated P.s having a U.S. beneficiary,
if any U.S. person'is a partner (directly or indirectly) of the parbs:
nership. Finally, if a foreign trust has as a beneficiary another foreign
trust or a foreign estate, the first trust is considered to have a U.S.
beneficiary if the second foreign trust or the foreign estate has a U.S.
beneficiary.

The amendment also provides that persons subject to the grantor
trust rule are to file an annual information return with the Internal

8 For example. if any person bas a power to appoint a remainder beneficiary or to
amend the trust provisions to name soch a boneciary., the trust to treated as hatvin a rtS.
benefclary. Also, if under the law applicable to the tnru distributions are required to be
made tn U.S. persons (notwithstanding the trust instrument), the trust is treated as hav-
In r U.S. beneficiary.

"ZFor example if a trust names X. a French citizen and resident plus x's offspring as
beneficiartes the trust would have no U.S. beneficiaries until X's offspring or X himself
became a U.S. person.

ns For example, if a trust inst ,ment prsideu that ineme to to accsmulate until dis-
tributed to Swiss citizen X's offspring, the amount accumulated to not taxed to the
tnsferor of the property as long as the offspring are not U.S. persons. Ho-ever. if any
of X's offspring become a '.s, person, the transferor of the yrenerty Is treated as baying
income In the amount of the undistributed net income for alt tsabe years fatteibothle
to the property transferred) remaining in the trust at the end of the lst taxable year before
the year in which that offspring became a U.S. beneficiary. For this purpose one power
over a trust (described by sees. 671-O78) held by a nonresident alien shall be ignored.
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Revenue Service, setting out such information as is prescribed by the
Secretary. A penalty equal to 5 percent of the corpus of the trust is pro-
vided for failure to file this return.

Taxation of b orficiaries of foreign trusts.-In those cases where the
income of a foreign trust is not taxed to the grantor under the grantor
trust rules," the committee amendment provides for an interest charge
based on the length of time (luring which that tax was deferred because
of the trust's accumulation of income. This charge is in addition to any
tax which is incurred by beneficiaries receiving distributions from
foreign trusts not taxed tinder the grantor trust rules. The interest
charge is to equal 6 percent per year times the amount of tax imposed
on the beneficiary (after reduction for any foreign tax credits attribu-
table to the distribution and for any U.S. taxes paid by the trust). It is
not compounded.13

In cases where the distribution in one year consists of amounts
earned in more than one year, the interest charge is calculated by aver-
aging the years in which amounts were actually earned (even though
the amount of income tax to be paid by the beneficiary is determined
under the new five-year throwback rules provided for under sec. 708
of this amendment) and computing the entire charge based on that
average period.,,

The interest charge is to be calculated on an annual basis. Amounts
deemed to be distributed to a beneficiary in year 1 but actually dis-
tributed in year 2, carry one full year's interest charge, regardless of
when in year 1 the amounts were earned by the trust or when in year 2
the amounts were distributed.

The total of the interest charge plus the tax incurred is limited by
the amount of the distribution (not including any amounts deemed
distributed as U.S. or foreign taxes paid by the trust). Thus, in no
case can the interest charge plus the tax on the distribution exceed
the amount actually distributed. The amount of interest paid or as-
sessed under the provision is not deductible as interest for Federal tax
purposes and may itself be subject to interest charges in cases of late
payment.

The interest charge applies to distributions made in taxable years of
beneficiaries beginning after December 31, 1976. Solely for purposes
of the interest charge, undistributed net income existing in a foreign
trust as of the beginning of the first taxable year beginning after
December 31, 1976, is treated as having been earned by the trust in
that taxable year. Thus, any future distribution out of earnings
deemed to have been distributed prior to taxable years beginning
after December 31, 1976, bears an interest charge beginning with the
first taxable year beginning after December 31, 1976.

For example, if the U.S. grantor of the trust has died or if the trust has a foreign
grontor. the new grantor tr,t rules do not apply.

15 For example. the tax on a distribution in year 8 of amounts earned in year 2 (and
thus deemed to be ditributed in year 2) is subJect to an interest charge of 6 percent for
6 years. or a total of 36 percent of the amount of tax.

54 For example. if amounts distributed in year 5 were earned in years 2. 3. and 4. the
number of years for which interest is charged is determined first hr calculating the num
her of years of accumulation for each year in which amounts distributed were originally
earned (In this case 8-2 or 6 years for amounts earned In year 2. 8-3 or 5 years for
amounts earned In vear 3. and 8-4 or 4 years for amounts earned in year 4l. The total of
thee number of years of accumulation (here 6-4-54-4. or 15 years) is then divided by the
number of different years from which the amounts distributed were earned P3 different
years). The result (5 years) in the average number of years of accumulation and is multi-
plied bv the 6 percent interest rate to produce the total percentage of interest (30 percent)
which is applied against the amount of the tax.



The interest charge provided by the committee's amendment is
identical to that provided by the House bill.

Under the provisions of the bill, U.S. beneficiaries receiving dis-
tributions from foreign trusts not taxed under the grantor trust rules
are subject to the new five-year throwback provisions established for
beneficiaries of trusts generally (see sec. 708 of the amendment). Tius,
the exact throwback rules and the three-year shortcut method for tax
ing ordinary income, plus the capital gains throwback rules, no longer
apply to distributions from foreign trusts.

In addition, the new multiple trust rules (of sec. 708 of the amend-
ment) apply equally to foreign trusts as to domestic trusts. A-bene-
ficiary receiving distributions attributable to the same taxable year
from three or more trusts is not permitted to gross up his distributions
by the amount of trust tax paid or to receive a tax credit for distribu-
tions from any trust beyond the first two trusts. However, the bill
limits to domestic trusts the provision permitting trusts to accumulate
income for unborn children or children under the age of twenty-one
and to avoid the throwback rules upon later distribution of the accumu-
lated income; the throwback rules apply to distributions from foreign
trusts without regard to the age of any beneficiary.

Finally, in keeping with changes made applicable to domestic
trusts, the bill provides that the character of capital gains is to be
disregarded for purposes of taxing accumulation distributions to the
beneficiary. Furthermore, in the case of distributions of capital gain
income from foreign trusts, the provision of present law requiring
that the capital gain be allocated to income and not to corpus if the
foreign trust is created by a U.S. person has been expanded to apply
to all foreign trusts. The effect of ending the separate characterization
of income from capital gain in the new throwback provisions and of
allocating to income all capital gains in foreign trusts is to treat income
from capital gains the same as ordinary income when it is distributed
from a foreign trust as an accumulation distribution. No exclusion of
50 percent of net long-term capital gains is available to the beneficiary
of a foreign trust upon such a distribution. However, if a foreign trust
has undistributed net income at the end of the last taxable year ending
before January 1,1977 (the House bill provided for January 1,1976),
which is attributable to income from capital gains from any prior tax-
able year, the trust is permitted to reduce undistributed net income as
of the beginning of the next taxable year by the amount of the 50 per-
cent of long-term capital gain exclusion which would be permitted to
any beneficiary upon the distribution of all undistributed net income.
However, no reduction in undistributed net income is permited for
foreign trusts attributable to income from capital gains earned after
the effective date of these provisions.

Excise tax on transfers to foreign entities.-The committee's amend-
ment increases the excise tax imposed under present law (see. 1491)
on certain transfers of property to foreign trusts, foreign corpora-
tions, and foreign partnerships from 27 percent to 35 percent. In
addition, the scope of the tax has been altered. First, the tax is to
apply to transfers of all types of property rather than only to transfers
of securities. Second, the tax is to apply only to the amount of gain
which is not recognized by the transferor at the time of the transfer.



Under p resent law, it is not clear whether the provision applies to
all transfers of appreciated securities regardless of whether gain is
recognized. Some tax advisors have interpreted the provision to apply
primarily to donative transactions. The excise tax as amended by the
bill is to apply to all transfers (including tax-free exchanges) whether
or not at fair market value and whether or not the transfer is made
with donative intent. However, in the case of transfers to corporations,
the provision is to apply only to transfers treated as paid-in surplus
or as a contribution to capital. The amount against which the excise
tax is applied is to be reduced by the amount of gain recognized by
the transferor upon the transfer of the property. Thus, all sales and
exchanges (including tax free exchanges, installment sales, and private
annuity transactions), regardless of how any gain on these transac-
tions is reported, are within the scope of the excise tax provision. But
to the extent the transferor immediately recognizes gain in the trans-
fer, the amount against which the tax is applied is reduced.

The committee's amendment adds a new section to the Code under
which a taxpayer may elect to treat a transfer described above as a
sale or exchange of the property transferred and to recognize as gain
on such transfer the excess of the fair market value of the property
transferred over the adjusted basis (for determining gain) of the
property in the hands of the transferor. Thus, to the extent that gain
is recognized pursuant to the election, the transfer is not subject to the
excise tax, and normal rules will apply to increase the basis to the
transferee by the amount of gain recognized.

As under present law, the excise tax does not apply if the trans-
feror can establish to the satisfaction of the Secretary that the trans-
fer is not in pursuance of a plan having as one of its principal pur-
poses the avoidance of Federal income taxes. It is contemplated that
ordinary business sales or exchanges involving an unrelated foreign
trust will normally be determined not to be in pursuance of a plan of
tax avoidance.15 However, where the transferor of the property is
directly or indirectly related in some way to the foreign entity receiv-
ing the property, then under normal circumstances, the transfer could
be one in pursuance of a plan having as one of its principal purposes
the avoidance of Federal income taxes. Such a transfer would thus
normally be subject to the excise tax.

A final change in the excise tax made by the amendment provides
that transfers to foreign entities to which section 367 of the Code
applies (dealing with reorganizations and transfers involving foreign
corporations) are not to be subject to the new 35 percent excise tax.
The taxation of any transfer to which section 367 applies, as that sec-
tion is amended by this bill (see sec. 1052 of the amendment), is deter-
mined entirely by that section and the regulations and rulings of the
Internal Revenue Service under that section.

The excise tax changes provided by the committee's bill are identical
to those in the House bill, except for the addition of the election to
recognize gain in lieu of paying the excise tax.

w For example. a sale of redI estate to an unrelated real state trust Is a ease where
the gain from the sale is reported on the Installment basis should. under normal eircum-
stanres. be considered not a transfer In pursuance of a plan of avoidance of Federal taxes
and thus would not normally be subject to the 35 percent excise tax.



Effective dates
The new grantor trust rule is to apply to transfers of property to

foreign trusts after May 29, 1974. However, the rule is to apply to
income received in taxable years beginning after December 31, 1976.

The interest charge on distributions to beneficiaries of foreign trusts
is to apply to taxable years beginning after December 31, 1976. The
provision applies to income from trusts whenever created. The change
in the capital gains rule for foreign trusts not created by U.S. person
is to apply to taxable years beginning after December 31, 1975.

The amendment to the excise tax on certain transfers to foreign
entities is to apply to transfers of property after October 2, 1975.

Revenue effect
It is estimated that these provisions will result in an increase in

budget receipts of $2 million in fiscal year 1977 and of $10 million
thereafter.

4. Amendments Affecting Tax Treatment of Controlled Foreign
Corporations and Their Shareholders (sees. 1021 through
1025 of the bill and sees. 951, 954, 955, 956, 958, 963, and 1248
of the code)

Present law
Under present law, the United States imposes its income tax upon

the worldwide income of any domestic corporation, whether this
income is derived from sources within or from without the United
States. A tax credit (subject to limits) is allowed for foreign income
taxes imposed on its foreign source income.

Foreign corporations generally are taxed by the United States only
to the extent they are engaged in business in the United States (and
to some extent on other income derived here). As a result, the United
States generally does not impose a tax on the foreign source income
of a foreign corporation even though it is owned or controlled by
a U.S. corporation or group of U.S. corporations (or by U.S. citizens
or residents). Such a corporation is subject to tax, if at all, by the
foreign country or countries in which it operates.

Generally, the foreign source income of a foreign corporation is
subject to U.S. income taxes only when it is actually remitted to the
U.S. corporate or individual shareholders as a dividend. The tax in
this case is imposed on the U.S. shareholder and not the foreign cor-
poration. The fact that no U.S. tax is imposed in this case until (and
unless) the income is distributed to the-U.S. shareholders (usually
corporations) is what is generally referred to as tax deferral.-

Present law, however, provides for an exception to the general rule
of deferral under the so-called subpart F provisions of the Code,
Under these provisions income from so-called tax haven activities
conducted by corporations controlled by U.S. shareholders is deemed
to be distributed to the U.S. shareholders and currently taxed to them
before they actually receive the income in the form ot a dividend.

-Where it is not ntielsated that the Income will b brought back to the United States.
for financial accounting purposes (in accounting for the income of a consolidated groupconsisting of one or more domestic corporations and its foreign subsidiaries) this income
In effect i often shown as income exempt from U.S. tax.
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The rules generally apply to U.S. persons owning 10 percent or
more of the voting power of a foreign corporation, if more than fifty
percent of the voting power in the corporation is owned by U.S. persons
owning 10 percent interests.

The categories of income subject to current taxation as tax haven
income are foreign personal holding company income, sales income
from property purchased from, or sold to, a related person if the
property is manufactured and sold for use, consumption, or dispo-
sition outside the country of the corporation's incorporation, service
income from services also performed outside the country of the cor-
poration's incorporation, for or on behalf of any related persons, and
shipping income (unless reinvested in shipping assets). The statute
refers to these types of income as "foreign base company income."
In addition, present law provides for the current taxation of the in-
come derived by a controlled foreign corporation from the insurance
of U.S. risks. Foreign base company income and income from the in-
surance of U.S. risks are collectively referred to as subpart F income.

Present law also provides, with certain exceptions, that earnings of
controlled foreign corporations are to be taxed currently to U.S.
shareholders if they are invested in U.S. property. In general terms,
U.S. property is defined as all tangible and intangible property lo-
cated in the United States.

In addition to denying deferral on certain categories of income
under subpart F, present law treats as a repatriation of tax-deferred
earnings the gain realized on the sale, exchange or redemption of stock
in a controlled foreign corporation (sec. 1248). Present law provides
that if a U.S. shareholder owns 10 percent or more of the total com-
bined voting stock of a foreign corporation at any time during the
5-year period ending on the date of the sale or exchange (while the
corporation was a controlled foreign corporation), the recognized gain
is treated as a dividend to the extent of the foreign corporation's post-
1962 earnings and profits attributable to the stock during the time it
was held by the taxpayer and was a controlled foreign corporation.
However, this provision does not apply to earnings and profits accu-
mulated by a foreign corporation while it was a less-developed coun-
try corporation if the stock of that corporation was owned by the
U.S. shareholders for at least 10 years before the date of the sale or
exchange.

a. Investment in US. property
Reasons for change

As indicated above, present law treats an investment in U.S. prop-
erty by a controlled foreign corporation as a taxable distribution to
its U.S. shareholders. The reason why this provision was adopted was
the belief that the use of untaxed earnings of a controlled foreign
corporation to invest in U.S. property was "substantially the equiva-
lent of a dividend" being paid to the U.S. shareholders. Therefore,
it was concluded that this should be the occasion for the imposition of
a tax on those earnings to the 17.S. shareholders of the controlled for-
eign corporation making the U.S. investment. Present law is very
broad as to the types of property which are to be classified as U.S.
investments for purposes of this rule. For example, the acquisition by
the foreign corporation of stock of a domestic corporation or obliga-



tions of a U.S. person (even though unrelated to the investor) is con-
sidered an investment in U.S. property for purposes of imposing a tax
on the untaxed earnings to the investor's U.S. shareholders..

The committee believes that the present scope of the provision is
too broad. In its present form it may, in fact, have a detrimental effect
upon our balance of payments by encouraging foreign corporations
to invest their profits abroad. For example, a count foreign coo-
ration looking for a temporary investment for its working capital is,
by this provision, induced to purchase foreign rather than U.S. obliga-
tions. In the committee's view a provision which acts to encourage,
rather than prevent, the accumulation of funds offshore should be
altered to minimize any harmful balance of payments impact while
not permitting the U.S. shareholders to use the earnings of controlled
foreign corporations without payment of tax.

In the committee's view, since the investment by a controlled foreign
corporation in the stock or debt obligations of a related U.S. person or
its domestic affiliates makes funds available for use by the U.S. share-
holders, it constitutes an effective repatriation of earnings which
should be taxed. The classification of other investments in stock or
debt of domestic corporations as the equivalent of dividends is, in the
committee's view, detrimental to the promotion of investments in the
United States. Accordingly, the committee's amendment provides that
an investment in U.S. property does not result when the controlled
foreign corporation invests in the stock or obligations of unrelated
U.S. persons.

In addition, the committee believes that the inclusion of oil-drilling
rgs used on the U.S. continental shelf acts as a disincentive to
explore for oil in the United States. Since these rigs are movable,
they can as easily be used in a foreign country. Accordingly, the
committee's amendment excludes these rigs from the definition of
U.S. property.

Explanation of provision
The committee's amendment adds three exceptions to the types of

U.S. property the investment in which by a controlled foreign corpo-
ration results in taxation to its U.S. shareholders (see sec. 951 (a) (1)
(B)). It provides that the term "United States property" does not
include stocker debt of a domestic corporation (unless the corporation
is itself a U.S. shareholder of the controlled foreign corporation),'
if the United States shareholders of the controlled foreign corporation
own or are considered to own, in the aggregate, less than 25 percent of
the total combined voting power of all classes of stock of such domestic
corporation which are entitled to vote. Thus, under this provision, a
controlled foreign corporation cannot buy the stock of. or lend money
to, any of its U.S. shareholders. In addition, a controlled foreign cor-
poration cannot buy the stock of, or lend money to, U.S. corporations
who are not U.S. shareholders of that controlled foreign corporation
if those U.S. shareholders own 25 percent or more of the stock of the
U.S. corporation. This 25 percent test is to be applied immediately
after the investment by the controlled foreign corporation. In addi-
tion, the committee amendment provides that movable drilling rips
are not to be considered as U.S. property when used on the U.S.
continental shelf.



The House bill also amended the definition of U.S. property, but
in a more substantial way. Under the House bill, direct as well as port-
folio investments in stock or debt obligations of unrelated U.S. per-
sons would not constitute an investment in U.S. property. The com-
mittee believes there is a potential for abuse in the House approach.

In addition, the RHouse changed the present rule that investments in
tangible property located in the United States constitute investments
in U.S. property. Under the House bill, investments in tangible prop-
erty constituted investments in U.S. property when leased to or used
by the U.S. shareholder or a person related to the U.S. shareholder
even when used outside of the United States. The committee does
not believe that this provision of the House bill is appropriate.

For purposes of determining who is a U.S. shareholder of a con-
trolled foreign corporation, the constructive ownership rules apply
(sec. 958(b)). However, the exception to those rules for certain per-
sons other than U.S. persons (contained in sec. 958(b) (1) and (4))
do not apply. Thus, for example, stock owned by foreign persons is
attributed to U.S. persons for purposes of determining whether U.S.
shareholders of the controlled foreign corporation own 25 percent or

iore of a domestic corporation, the stock of which is acquired by the
controlled foreign corporation, in determining whether there has been
an investment in U.S. property. If at any time there is an investment
in U.S. property, the U.S. shareholders of the controlled foreign cor-
poration will be treated as having received a distribution under sec-
tion 958 equal to the amount of the investment of the controlled for-eign corporation. It is intended that if the facts indicate that the
controlled foreign subsidiary facilitated a loan to, or borrowing by, a
U.S. shareholder, the controlled foreign corporation is considered
to have made a loan to (or acquired an obligation of) the U.S. share-
holder.

The committee amendment also excludes from the definition of U.S.
property movable drilling rigs (other than a vessel or aircraft) and
other oil and gas exploration and exploitation equipment, including
bar. which are used for oil exploration and exploitation
activities on the continental shelf of the United States. Basically, this
exception includes that property which is entitled to the investment
credit if used outside the United States in certain geographical areas of
the Western Hemisphere (sec. 48(a) (2) (B) (xl. TFor this purpose,
the definition of continental shelf as used in section 638 is to be applied.

Effective dates
The amendments relating to investment .in U.S. property by a con-

trolled foreign corporation apply to taxable years of foreign corpora-
tions beginning after December 31, 1975, and to taxable years of U.S.
shareholders within which, or with which, such taxable years of such
foreign corporations end.

The committee's amendment permits taxpayers to elect to exclude
certaw' i yvstments from the definition of United States property.
The election applies retroactively to all taxable years beginning before
1977 to which the provision defining the United States to include its
continental shelf (see. 638) applies. This election only applies to prop-
erty situated on, or used exclusively in connection with, the continental
shelf, or investments in stock or obligations of a domestic corpora-



tion, substantially all of the assets of which consist of such property.
An election under this provision must be made within one year from
the date of the enactment of this Act, and the election must be agreed
to by every person who has at any time been a U.S. shareholder of
the foreign corporation making the investment. If the assessment of
any deficiencies in income tax resulting from the filing of this elec-
tion for a taxable year ending before the date of the filing of the elec-
tion is prevented before the expiration of one year after the date of
Ihe filing by reason of the statute of limitations or other law, the de-
ficiency (to the extent attributable to the election) may be assessed at
any time before the expiration of the one-year period notwithstanding
any law or rule of law which would otherwise prevent the assess-
ment.

For purposes of determining the increase in investment in U.S.
property for years after 1975, the cumulative amount invested
in U.S. property as of the close of the last taxable year of a corpora-
tion beginning before January 1, 1976, is computed under the amend-
ments made by this section. Consequently, in determining the increase
in earnings invested in U.S. property (under sec. 951 (a) (1) (B)) in
years beginning after December 31, 1975, only the investment in
U.S. property as defined in your committee's bill as of the close of
the last taxable year beginning before 1976 is considered."

Revenue effect
It is estimated that this provision will have little or no effect on tax

liabilities.

b. Exception for investments in less-developed countries
Reasons for change

As indicated above, present law contains an exception to the rules
providing for dividend treatment on the sale of stock of a subsidiary
which is classified as a less-developed country corporation. The extent
to which this exception has provided an incentive to invest in less-
developed countries is questionable. The size of the tax benefit to the
U.S. investor depends on a variety of factors, such as the foreign tax
rate in the country where the investment is made and in other coun-
tries, and the capital gains tax rate in the United States. Further,
the relationship of the tax benefits to the investor to the benefits ob-
tained by the developing country is erratic since the size of the tax
benefit niav bear no relationship to the amount of development capital
invested. While these factors may occasionally combine to encourage
investment in a certain less-developed country, the committee believes
that it would be preferable to provide whatever assistance is appro-
priate to less-developed countries in a direct manner where the eco-
nomic costs can be accurately measured.

Explanation of provision
The Committee's amendment repeals the less-developed country ex-

ception which excludes earnings accumulated while a corporation was

"icor example, If for the last taxable year before this amendment applies a controlled
foreiro corporation is considered to have $100 Invested In U.S. property under the law In
effect prior to the amendment and $75 Invested in U.S. property under the law as amended .
175 is the amount considered as Invested in U.S. Property fdr purposes of determining
whether there has been an increase in investment In the following year.



a less-developed country corporation from those earnings and profits
which are subject to tax as a dividend if there is gain from the sale or
exchange of stock in the controlled foreign corporation (sec. 1248 (d)
(3) of the code). However, the exclusion is still applicable with respect
to those earnings of a controlled foreign corporation which were ac-
cumulated during any taxable year beginning before January 1, 1976,
while the corporation was a less-developed country corporation (as de-
fined in sec. 902(d) as in effect prior to the enactment of this bill).
The exclusion applies to pre-1976 earnings regardless of whether the
U.S. shareholder owned the stock for ten years as of that date.

The House bill contains an identical provision.

Effective date
The amendment repealing the less-developed country exception

under section 1248 applies to taxable years beginning after December
31,1975.

Revenue effect
It is estimated that this amendment will result in an increase in

budget receipts of $11 million in fiscal year 1977 and of $10 million
thereafter.

c. Exclusion from subpart F of certain earnings of insurance
companies

Reasons for change
As indicated above, one of the principal categories of tax haven in-

come subject to current taxation under present law is foreign personal
holding company income (sec. 954(c) ). This item of tax haven income
consists of passive investment income such as dividends, interest, rents
and royalties. Present law provides an exception for income of a for-
eign insurance company from its investment of unearned premiums or
reserves which are ordinary and necessary for the proper conduct of its
business.

In order to write insurance and accept reinsurance premiums, for-
eign insurance companies may be required by the laws of various juris-
dictions in which they operate to meet various solvency requirements in
addition to specified capital and legal reserve requirements. Many
jurisdictions also employ an internal rule-of-thumb as to what the ratio
of surplus to earned premiums should be. In the United States, the
National Association of Insurance Commissioners employs a ratio of
1 to 3 (surplus to earned premiums) as the guideline by which State
regulatory agencies can measure the adequate solvency of companies
insuring casualty risks. If such a company's ratio were less than 1 to
3, for instance 1 to 4, the State regulatory agency may question its
ability to accept additional risks. Surplus maintained in compliance
with the 1 to 3 ratio, although not necessarily required by law, has been
considered as ordinary and necessary to the proper conduct of a
casualty insurance business in the United States.

Similar ratios often are employed in some foreign jurisdictions with
respect to companies insuring casualty risks. Even where the foreign
jurisdiction does not impose requirements as severe as those required
in the United States, a foreign insurance company participating in a
reinsurance pool composed principally of companies doing business
in the United States must, for all practical purposes, maintain this



ratio to satisfy the State insurance authorities involved. In these
situations, the State regulatory agency, employ ing the relatively high
ratio, will review the solvency of the foreign insurer before allowing
the placement of the reinsurance policy with such foreign insurer.
This effectively causes any foreign insurance company participating in
a reinsurance pool to adhere to the high ratio. Those assets maintained
by these insurance companies in order to meet this ratio test are neces-
sarily in the form of investments, which, in turn, generate passive
income such as dividend and interest income. Just as in the case of the
maintenance and investment of unearned premiums or reserves, these
insurance companies, in compliance with the high ratio requirement,
must maintain and invest a certain portion of their assets in connection
with the active conduct of their trade or business. The committee be-
lieves that it is appropriate to provide the same type of exception from
subpart F for surplus which is required to be retained as is provided for
unearned premiums or reserves.

Explanation of provision
The committee's amendment adds a new exception to the definition

of foreign personal holding company income (see. 954(c) (3) (C)).
Under the exception, foreign persona holding company income does
not include dividends, interest, and gains from the sale or exchange of
stock or securities derived from investments made by an insurance
company of an amount of assets equal to one-third of its premiums
earned (as defined under sec. 832(b) (4)) during the taxable year on
insurance contracts (other than for life insurance and annuity benefits
under life insurance and annuity contracts, to which sec. 801 pertains),

The exception only applies to passive income received from a person
other than a related person (as defined in sec. 954(d) (3)). Also, the
exception only applies with respect to premiums which are not directly
or indirectly attributable to the insurance or reinsurance of related
persons. Where an insurance company participates in an insurance or
reinsurance pool, it is not intended that the risk insured or reinsured
by such company be treated as a risk of a related person merely because
of the existence of the pooling arrangement, the existence of joint lia-
bility on the risk, or because a related insurance'company may jointly
share in the risk on a policy issued by one member of the pool.

An identical provision was in the House bill.
Effective date

The amendment applies to taxable years of foreign corporations
beginning after December 31, 1975, and to taxable years of U.S. share-
holders within which or with which the taxable years of the foreign
corporations end.

Revenue effect
It is estimated that this amendment will result in a decrease i4

budget receipts of $11 million in fiscal year 1977 and of $10 million
per year thereafter.

d. Shipping profits of foreign corporations
Reason for change

As indicated above, one of the categories of tax haven income sub-
ject to current taxation under the subpart F provisions of the Code is



income derived from, or in connection with, the use of an aircraft or
vessel in foreign commerce, except to the extent that the profits are
reinvested in shipping assets. In general, base company income is
defined for purposes of the tax haven provisions to mean income
earned by a corporation outside the country of incorporation. In the
case of base company shipping income, however, no distinction is
made under present law for cases where a corporation derives its
shipping income in the same country where it is incorporated. As in
the case of other tax haven income, the committee believes that ship-
ping activities should not be categorized as a base company activity
when the corporation involved carries on its activities entirely in the
country in which it is organized.

In addition, the committee believes that an exception to the tax
haven provisions should be added in the case of a supply shipping
operation between a point on shore and nearby offshore points. The
committee also believes that an exception to the tax haven provisions
should be added in the case of a foreign corporation if neither the cor-
p6i-ation nor any.related person owns any aircraft, vessel, or shipping
facility leases on a long-term charter any aircraft or vessel to another
person Er use in foreign commerce, or manufactures, produces, grows,
or extracts any property shipped on an aircraft or vessel used (or
hired or leased for use) by the corporation or by a related person.

The committee also is aware that present law is unclear as to what
shipping profits are considered as reinvested in shipping assets and
thus entitle a controlled foreign corporation to an exclusion from the
subpart F provisions. The committee wants to insure that in any case
where a controlled foreign corporation discharges an unsecured lia-
bility which constitutes a general claim against its shipping assets,
the payment in discharge of that liability should be considered a pay-
ment toward the acquisition of a shipping asset as much as the pay-
ment on an obligation which constitutes a specific charge against a
shipping asset.

Ewspltztion of pskmW
The committee's amendment makes four changes in the base com-

WpanY shipping rules which were added to subpart F by the Tax
action Act of 1975. The amendment excludes three categories

of shipping income from the base company shipping rules. The ex-
clusion from base company shipping results in this income not falling
into a different category of subpart F by being excluded from base
company shipping income. The committee amendment broadens the
exclusion in the House bill.

First, the amendment provides that base company income does not
include shipping income derived from the operation of a vessel be-
tween two points in the country in which the vessel or airplane is
registered and the corporation owning the vessel or airplane is
incorporated.

Second, the amendment provides that base company income does
not include shipping income derived from the transportation of men
and supplies from a point in a foreign country to a point (such as
an oil-driljing rig) located on the continental shelf of such country
orron the continental shelf adjacent to the continental shelf of such
country.



Third, the amendment provides that base company income does not
include the shipping income of a foreign corporation if neither the
corporation, nor any related person, owns any aircraft, vessel, or
shipping facility, leases any aircraft or vessel to another person for
use in foreign commerce under a long-term charter, or manufactures,
produces, grows, or extracts any property (including natural re-
sources and agricultural commodities) shipped on an aircraft or
vessel used (or hired or leased for use) by the corporation or by a
related person. The processing, sorting or preparation of goods for
shipment does not constitute manufacturing of goods. For this pur-
pose, the term "shipping facility" means property which is built, con-
structed, or installed particularly for use in shipping operations.
Barges, cranes, and containers are examples of shipping facilities. Ves-
sel stores and supplies, accounts receivable, and an office building are
examples of assets which may be "qualified investments in foreign bass
company shipping operations" (sec. 955(b)) but which are not ship-
ping facilities.

Fourth, the amendment clarifies the method of determining the
amount of a controlled foreign cooration's qualified investments
in shipping assets (sec. 955 (b)(4)). The committee's amendment
makes it clear that a liability evidenced by an open account or a lia-
bility secured only by the general credit of the corporation is taken
into account in determining the amount of the corporation's quali-
fied investments in shipping assets, to'the extent that such a liability
constitutes a claim against the corporation's shipping assets. As a
result, payments made by the corporation in discharge of an unsecured
liability are treated under the amendment as increasing qualified in-
vestments in shipping assets, to the extent that the unsecured liability
constitutes a claim against the corporation's shipping assets.

Efective date
The changes made by the committee's amendment are applicable

as of the date of the provisions which added the foreign-base com-
pany shipping rules and thus apply to taxable years of foreign corpo-
rations beginning after December 31, 1975, and to taxable years of
U.S. shareholders within which or with which such taxable years of
the foreign corporations end.

Revente effect
It is estimated that this provision will decrease receipts by less than,

$5 million on an annual basis.
e. Certain agricultural products

Reasons for change
As'indicated above, one of the categories of tax haven income subject,

to current taxation under the subpart F provisions of the code is base
company sales income. The Tax Reduction Act of 1975 contained al
amendment which provides that base company sales income does not
include the sale of agricultural commodities which are not grown in
the United States in commercially marketable quantities. It has come
to the committee's attention that questions have been raised as to
the extent that this exclusion applies to agricultural products which
are of a different grade or variety from the same product grown in
the United States. The committeebelieves that sales of foreign-grown



agricultural products for use, consumption, or disposition outside the
United States should not be included within the definition of foreign
base company sales income. The committee is aware that these sales
are highly competitive and that if the profits on these sales were sub-
ject to U.S. tax on a current basis, U.S.-controlled foreign companies
could have difficulty competn with foreign-controlled companies.
Accordingly the committee believes it is appropriate to permit this
category of income to retain the tax advantages of deferral until the
profits are repatriated to the United States.

Explanation of provision
The committee's amendment provides that for purposes of the tax

haven foreign base company sales rules of subpart F, personal prop-
erty does not include agricultural commodities grown or produced
outside the United States if sold for use, consumption, or disposition
outside the United States. The committee believes that this rule will
be easier for the Internal Revenue Service to administer than either
the rule contained in present law or the rule contained in the House
bill.

Effective date
This section applies to taxable years of foreign corporations begin-

ings after December 31, 1975, and to taxable years of U.S. shareholders
within which or with which the taxable years of the foreign corpora-
tion end.

Revenue effect
It is estimated that this provision will reduce budget receipts by

$17 million in fiscal year 1977, $15 million in fiscal year 1978, and $15
million in fiscal year 1981.
5. Amendments to the Foreign Tax Credit (sees. 1031 to 1037 of

the bill and sees. 78, 901, 902, 904, and 960 of the Code)
Present law

Present law permits taxpayers subject to U.S. tax on foreign source
income to take a foreign tax credit for the amount of foreign taxes
paid on income from sources outside of the United States. The credit
is provided only for the amomt of income, war profits or excess prof-
its taxes paid or accrued during the taxable year to any foreign
country or to a possession of the United States.

This foreign tax credit system embodies the principle that the
country in which a business activity is conducted (or in which any
income is earned) has the first right to tax the income arising from
activities in that country, even though the activities are conducted by
corporations or individuals resident in other countries. Under this
principle, the home country of the individual or corporation has a
residual right to tax income arising from these activities, but recog-
nizes the obligation to insure that double taxation does not result.
Some countries avoid double taxation by exempting foreign source
income from tax altogether. For U.S. taxpayers. however, the foreign
tax credit system, providing a dollar-for-dollar credit against U.S.
tax liability for income taxes paid to a foreign country, is the mecha-
nism by which double taxation is avoided.
' The'1freign tax credit is allowed not only for taxes paid on income

derived from operations in a specific country or possession of the



United States, but it is also allowed for dividends received from for-
eign corporations operating in foreign countries and paying foreign
tales. This latter credit, called the deemed-paid credit, is provided for
dividends paid by foreign corporations to U.S. corporations which
own at least 10 percent of the voting stock of the foreign corporation.
Dividends to these U.S. corporations carry with them a proportionate
amount of the foreign taxes paid by the foreign corporation.

The computation of the amount of the foreign taxes allowed as a
deemed-paid credit in the case of a dividend distribution differs de-
ending upon whether or not the payor of the dividend is a less-
eveloped country corporation. Initially, a question arose as to how

much of the foreign taxes for purposes of this credit should be attribu-
ted to the earnings out of which dividends were paid and how much
should be attributed to the portion of earnings used to pay the foreign
taxes. This was decided in the Supreme Court case Amerion Chic
Company,1 which required the foreign taxes paid, or purposes of. Ob.
credit to be allocated between the dividend distribution and the por-
tion of the earnings used to pay the foreign taxes. The Congress:m
1962, however, recognized that this resolution obtained less than the
full U.S. tax on the dividend income because it omitted from the U.S.
tax base the portion of the earnings used to pay the foreign tax. Where
the foreign tax was less than the U.S. tax (but above zero), this gave
an advantage to dividend income over income subject to the full United
States tax. In 1962, the Congress corrected this problem for all rorpo-
rations other than less-developed country corporations.

The correction made in 1962 took the form of requiring the earnings
used to pay the foreign tax to be included in the deemed distribution
base and then allowing the credit for foreign taxes paid to be based
upon the earnings, including the amount paid as foreign taxes, and not
merely the portion paid as a dividend.

These rules for the deemed-paid credit apply to distributions to a
domestic corporation from a first-tier foreign corporation in which
the domestic corporation is a 10-percent shareholder and to distribu-
tions from a second-tier or third-tier foreign corporation (through a
first-tier foreign corporation). However, distributions originating
from a foreign corporation that is more than three-tiers beyond
the domestic corporate shareholder do not carry with it any dsee-
paid foreign tax credit.

In order to prevent a taxpayer from using foreign tax credits to
reduce U.S. tax liability on income from sources within the United
States, two alternative limitations on the amount of foreign tax
credits which can be claimed are provided by present law. Under
the overall limitation, the amount of foreign tax credits which a tax-
payer can apply against his U.S. tax liability on his worldwide In-
come is limited to his U.S. tax liability multiplied by a fraction the
numerator of which is taxable income from sources outside the United
States (after taking'all'relevant deductions) and the denominiator of
which is his worldwide taxable income. :Under this limitation, the
taxpayer thus aggregates 'his income and taxes from all foreign coun-
tries:; a taxpayer may credit taxes from any foreign country as long
as the total amount of foreign taxes applied as credit in each year
does not exceed the amount of tax which the United States would im2

u Americax Chide Company v. United Stats, sie U.S. 450 (1942).



Pose on the taxpayer's income from all sources without the United
States.

The alternative limitation is the per-country limitation. Under
this limitation the same calculation made under the overall limitation
is made on a country-by-country basis. The allowable credits from any
single foreign country cannot exceed an amount equal to U.S. tax on
worldwide income multiplied by a fraction the numerator of which
is the taxpayer's taxable income from that country and the denomina-
tor of which is worldwide taxable income. Taxpayers are required
to use the per-country limitation unless they elect the overall limita-
tion. Once the overall limitation is elected, it cannot be revoked ex-
cept with the consent of the Secretary or his delegate.

The Tax Reduction Act of 1975 prohibits the limitation on the
foreign tax credit on income from oil-related activities from
being calculated under the per-country method. Instead, this income
(and any losses) are computed under a separate overall limitation
which applies only to oil-related income. Any losses from oil-related
activity are to be "recaptured" in future years through a reduction in
the amount of allowable foreign tax credits which can be used to offset
subsequent foreign oil-related income.

In addition, the Tax Reduction Act of 1975 requires that the amount
of any taxes paid to foreign governments which will be allowed as a tax
credit on foreign oil extraction income is limited to 52.8 percent of that
income (after deductions) in 1975, 50.4 percent in 1976, and 50 percent
in subsequent years.

Finally, the Tax Reduction Act of 1975 also requires that no tax
credit at all will be allowed with respect to payments to a foreign coun-
try in connection with the purchase and sale of oil or gas where the
taxpayer has no economic interest in the oil or gas and the purchase
or sale is at a price which differs from the fair market value.

In computing taxable income from any particular country or from
all foreign countries for purposes of the fractions used in the tax
credit limitations, all types of income are included as well as the
deductions which relate to that income and a proportionate part of
deductions unrelated to any specific item of income. Thus, for exam-
ple, income from capital gains is included in the numerator and de-
nominator of the limiting fraction as well as the deductions allocable
to those gains (e.g., the 50-percent exclusion of capital gains for indi-
viduals). However, an exception is provided for interest income if
that income is not derived from the conduct of a banking or fi-
nancing business, or is not otherwise directly related to the active
conduct of a trade or business in the foreign country. Such interest
income and the taxes paid on it are subject to a separate per-country
limitation to be calculated without regard to the other foreign income
of the taxpayer.

In cases where the applicable limitation on foreign tax credits re-
duces the amount of tax which can be used by the taxpayer to offset
U.S. tax liability in any one year, present law provides that the ex-
cess credits not used may be carried back for two years and carried
forward for five years. However, if a person using the per-country
limitation in any year elects subsequently to use the overall limitation,
no carryovers are permitted from years in which the per-country
limitation was used to years in which the overall limitation was
elected.



The present foreign tax credit system, and in particular the preset
method of computing the alternative limitations on allowable foreign
tax credits, contain a number of problems which result in inequities
between taxpayers and which, in some cases, result in a reduction of
U.S. tax on U.S. source income.

a. Per-country limitation and foreign losses
Reasons for change

The use of the per-country limitation often permits a U.S. taxpayer
who has losses in a foreign country to obtain what i*, inu effect, a double'
tax benefit. Since the limitation is computed separately for each fo-
eign country, losses in any foreign country do not have the effect of
reducing the amount of credits allowed for foreign taxes paid in other
foreign countries from which other income was derived. Instead, such
losses reduce U.S. taxes on U.S. source income by decreasing th world-
wide taxable income on which the U.S. tax is based. In addition, when
the business operations in the loss country become profitable in a sub-
sequent tax year, a credit will be allowed for the taxes paid in that
country. Thus, unless the foreign country in which the loss occurs
has a tax rate no higher than the U.S. rate and has a net operating
loss carryforward provision (or some similar method of using prior
losses to reduce subsequent taxable income), the taxpayer receives a
second tax benefit when income is derived from that foreign country
because no U.S. tax is imposed on the income from that country (to
the extent of foreign taxes paid on that income) even though earlier
losses from that country have reduced U.S. tax liability on U.S. source
income.

The committee does not believe that taxpayers should be permitted
to obtain the double tax benefits described above. Accordingly, the
committee believes that the per-country limitation should be repealed.
In addition, where a taxpayer on the overall limitation' reduces
U.S. tax on domestic income by means of a loss from foreign'sources,
the committee believes that this tax benefit should be subject to recap-
ture by the United States when foreign source income is subbeouently
derived. Comparable provisions are contained in the House bill.

Explanation of provisions
Per-country limitation.-The committee's amendment includes-two

provisions which prevent losses incurred from activities abroad from
reducing U.S. tax on U.S. source income. The amendment repeals the
per-country limitation. Taxpayers will be required to compute the
limitation of the amount of foreign tax which can be used to reduce
U.S. tax under the overall limitation. The effect of this provision is that
losses from any foreign country will reduce income from other for-
eign countries for purposes of calculating the foreign tax credit
limitation, and thus will reduce the amount of foreign taxes which can
be used from those countries as a credit against U.S. tax. Foreign
losses will reduce U.S. tax on IT.S. income only in cases where foreign
losses exceed income from all foreign countries for the taxable year.
The bill also provides that the separste limitation for interest income
which, under Present law. is comnuted on a country-by-country basis,
is to be computed on an overall basis.

It is the committee's understandings that the per-country limita-
tion is not required under the provisions of any recent income tax



treaty between a foreign country and the United States. It is the
committee's intent that all existing treaties are to be applied consist-
ently with this amendment by using the overall limitation in computing
the allowable foreign tax credit. 9

Because the provisions of this bill require taxpayers to compute
their tax credit limitation on the overall method, special rules are
included for taxpayers previously on the per-country limitation to
permit some excess credits to be carried over from years in which the
per-country limitation applied to years in which the overall limita-
tion applies; similarly, special rules are provided to permit carry-
backs from overall years to per-country years. The committee recog-
nizes that the repeal of the per-country limitation may have a sub-
stantial adverse impact on the consolidated tax liability of an affiliated
group. It is anticipated that in these cases the Internal Revenue
Service will permit these companies to discontinue filing consolidated
returns.

Carryovers from years beginning before January 1, 1976, during
which the taxpayer was on the per-country limitation, to years begin-
ning after December 31, 1975 (i.e., years during which the taxpayer is
required to be on the overall limitation), are permitted if such carry-
overs were created under the rules of existing law (i.e., if, under the
per-country limitation, the taxpayer had excess credits from one or
more countries which could be carried forward). Under the committee
amendment these excess credits are further limited in that they may
be used only to the extent thev would be used had the per-country
limitation continued to apply in the succeeding taxable years. This
computation is to be made in the following steps. If the excess credits
attributable to any specific country from prior years could have been
used under the per-country limitation in the current year, the use
of these credits in the current year is further restricted if the overall
limitation produces a lower amount of total credits, If this limitation
applies, the amount of the carryovers which may be used as credits
are reduced to the amount allowed under the overall limitation. The
amount of credits attributable to any country which are treated as
being used in the current year is to be reduced by the amount of credits
allowed under the per-country limitation that are not allowed
under the overall limitation. This reduction in the credits to be avail-
able is allocated among the credits attributable to each of the foreign
countries in the ratio of the credits allowable under the per-country
limitation for each country to the aggregate of the credits allowable
on this basis for all countries.20 The remaining credits from each

-The committee further intends that. as is the ease with other recent le-islation modli-
frios the foreign tax credit, the amendments made by the committee's bill are to be used
in ro'nutise the credit allowed under all treaties." The following eomole illustrates this reduction. Assume company X has operations in
countries A, B, and C as follows:

A B C Total

income -------------------------------------------- 40 60 -40 60Taxes (current plus carried forward) ---------------- 2 30 0

with a 50-serrent U.S. tax rate. comnanv X could use 50 credits under the nPr-coun-
try limitation (20 10 A and iS In II and 30 under the overall. Thus the amount of the
reduction is 2( on0 minus 3061. and is sllotatp 8to country A (20/50W 20) snd 12 to
country B 1SO/,x0X2O). In thio case. IS credit will he carried forward to ubsenuent
year from contre A t(5 rigitallv disallowed by the ner-contry limitation, Plus 8
disallowed under the overall) and 12 credits win be carried forward from country B.



country which cannot be used in the current year can continue to be
carried forward until the end of the 5-year carryforward period.

A slightly different rule is provided for foreign taxes which arise in
taxable years beginning after December 31, 1975 (overall limitation-
years), which may be carried back to years beginning before January 1,
1976, during which the taxpayer was on the per-country limitation.
First, the taxpayer is to determine if, under the normal rules apply-
ing to the overall limitation, any excess credits arise in the current year
which are available to be carried back. If such excess credits do arise,
the taxpayer is to make a country-by-country computation for the cur-
rent year to determine what, if any, excess credits would arise from
each country in that year under the per-country limitation. If excess
credits -arise from any country, those credits can be carried back. The
credits which are available to be carried back for each country can
then 'be applied to the appropriate earlier years if these excess credits
could have been used in those years under the per-country limitation.
Credits which are not available to be carried back may be carried
forward to subsequent years under the 5-year carryforward rules.

Effective date
The repeal of the per-country provision and the related carrybaek

and carryforward rules apply to taxable years beginning after Decem,
ber 31,1975.

The committee is aware of the fact that certain existing mining
ventures were begun with substantial investments of capital under the
assumption that the foreign tax credit could be computed under the
per-country limitation. The committee believes that it is appropriate
to provide a limited transitional rule for these cases. The committees
amendment provides that in the case of a domestic corporation
(whether or not it joins in the filing of a consolidated return with other
corporations) which as of October 1, 1975, has satisfied four conditions,
the per-country limitation may be used for all taxable years beginning
before January 1, 1979. The four conditions are that the corporation
has as of October 1, 1975: (1) been engaged in the active conduct of
the mining of hard minerals (of a character for which a percentage
depletion deduction is allowable (under sec. 613) ) outside the United
States or its possessions for less than 5 years; (2) has had losses from
the mining activity in at least 2 of the 5 years; (3) derived 80 percent
of its gross receipts since the date of its incorporation from the sale
of the minerals that it mined, and (4) made commitments for substan-
tial expansion of its mining activities.

A commitment for substantial expansion of mining activities means
a commitment of additional capital for the purpose of substantially
expanding mining production. For example, if the production of. a
mine for the period immediately before October 1, 1975, averaged
less than 75 percent of designed capacity and if additional capital is
required in order to increase production to reach designed capacity,
the commitment of that additional capital, if substantial, would be a
commitment for substantial expansion of mining activities. To- the
extent that any foreign loss was sustained on a per-country basis
during the transition period the loss is to be subject to the general
loss recapture on a per-country basis.

The committee is also aware that a similar problem exists with
respect to certain ventures begun in Puerto Rico or other possessions.



Therefore, the committee's amendment applies the special transition
period developed for mining ventures to existing ventures in Puerto
Rico or other possessions. The House bill retained the per-country
limitation in the case of income and losses from Puerto Rico and other
possessions.

Loss recapture.-Repeal of the per-country limitation, as outlined
above will prevent a taxpayer who has foreign losses from reducing
his iFS. tax on U.S. income if the taxpayer also has foreign income
equal to or greater than the amount of losses. However, in a case where
an overall foreign loss exceeds foreign income in a given year, the ex-
cess of the losses can still reduce U.S. tax on domestic source income. In
this case, if the taxpayer later receives income from abroad on which
he obtained a foreign tax credit, the taxpayer receives the tax benefit
of having reduced his U.S. income for the loss year while not paying a
U.S. tax for the later profitable year. To reduce the advantage to these
taxpayers, the committee has 'included a provision which requires
that in cases where a loss from foreign operations reduces U.S. tax on
U.S. source income, the tax benefit derived from the deduction of these
losses should, in effect, be recaptured by the United States when the
company subsequently derives income from abroad.

In general, the recapture is accomplished by treating a portion of
foreign income which is subsequently derived as income from domestic
sources. The amount of the foreign income which is to be treated as
income from domestic sources in a subsequent year is limited to the
lesser of the amount of the loss (to the extent that the loss has not been
recaptured in prior taxable years) or 50 percent of the foreign taxable
income for that year, or such larger percent as the taxpayer may choose.
Thus, in any taxable year the amount subject to recapture is not to
exceed 50 percent of the taxpayer's foreign income (before recharac-
terization) unless the taxpayer chooses to have a greater percentage
of his foreign income so recharacterized. Since the amount that is
recaptured represents a loss which in the previous taxable year reduced
the U.S. tax on income from U.S. sources, the recaptured amount is
to be treated as income from sources within the United States.

For the purposes of this recapture provision the committee's amend-
ment defines the term "foreign loss" to mean the amount by which the
gross income from sources without the United States is exceeded by
the sum of the expenses, losses, and other deductions properly appor-
tioned or allocated to foreign sources and a ratable part of any ex-
penses, losses, or other deductions which cannot definitely be allocated
to some item or class of gross income (under sec. 862(b) of the Code).
However, in computing the amount of the foreign loss, the net operat-
ing loss deduction (under sec. 172(a)) and any capital loss earryback
and carryover to that year (under sec. 1212 of the Code) are not to
be taken into account. In addition, foreign expropriation losses (as
defined in sec. 172(k) (1) of the Code) or a loss which arises from
fire, storm, shipwreck, or other casualty, or from theft (unless the loss
is compensated for by insurance or otherwise) are not subject to the
recapture provision. A taxpayer is to be treated as sustaining a foreign
loss whether or not he claims a foreign tax credit for the year of the
loss.

The committee's amendment also provides for the recapture of a loss
where property which was used in a trade or business, and which is



used predominantly outside of the United States, is disposed of prior
to the time the loss has been recaptured under the rules discussed
above. These rules are to apply regardless of whether gain is otherwise
recognized. In cases where gain would otherwise not be recognized,
the taxpayer is to be treated as having received gain which ist o be
reogizedin the year the taxpayer disposes of the property. The gain
is to be the excess of the fair market value of the property disposed
of over the taxpayer's adjusted basis in the property. Of course, the
gain to be recognized under this provision, is to be limited to the
amount of the foreign losses not yet recaptured. In the case of a recap-
ture resulting from the disposition of the property, 100 percent of the
gain (to the extent of losses not previously recaptured) is recaptured.
In such a case the 50-percent of gain limit is not applied and the
amount (if any) to be recaptured in future years is reduced by the
full amount of the gain.

For purposes of the recapture provisions, the term "disposition" in-
cludes a sale, exchange, distribution, or gift of property whether or
notgain or loss would otherwise be recognized.

Ifincome is recognized solely because of this disposition rule, such
income receives the same characterization that it would been' given
had the taxpayer actually sold or exchanged the property. In such
cases, the Secretary of the Treasury is given the authonty to prescribe
appropriate regulations to provide for any necessary adjustments to
the basis of the property to reflect any taxable income so recognized.
However, a disposition for this purpose only includes a transfer of
property which is a material factor in the realization of taxable in-
come by the taxpayer. A disposition for this purpose does not inclde
a transfer of property to a domestic corporation in a distribution or
transfer which has carryover attributes (sec. 381(a)). Property is to
be treated as a material factor in the realization of income not only
if it is or was a material factor in the production of income, but also
if it would be in the future.

In determining whether the predominant use of any property has
been without the United States, the use of the asset during the 3 years
immediately prior to the disposition (or during the entire period of
use of the property, if less) is to be taken into account.

Effective date
The loss recapture provisions apply to losses sustained in taxable

years beginning after December 31, 1975, with two exceptions. The
first exception applies to loss from a debt obligation of a foreign gov-
ernment. In the case of a loss from the disposition of a bond, no*
or other evidence of indebtedness issued before May 14, 1976, by a,
foreign government or instrumentality thereof for property locat
in that country or stock or indebtedness of a corporation incorporated
in such country, the loss recapture provision does not apply. This pro-
vision is intended to provide relief where foreign subsidiaries of
domestic corporations incur losses because they were forced, under the
threat of expropriation, to exchange their stock or assets for long-term
debt obligations of a foreign government which yield very low in-
terest.

The second exception applies to cases where the loss although sus-
tained in a year after the effective date is from stock or indebtedness



(including guarantees) of a corporation in which the taxpayer owned
at least 10 percent of the voting stock.

The termination may be by reason of sale, liquidation or abandon-
ment of a single corporation or a group of corporations which are
operated in the same line of business. To take into account more than
one corporation in computing the 5-year tests, all these corporations
must terminate their operations by January 1, 1977.

This exception applies where a corporation has suffered an operating
loss in three out of the five years preceding the year in which the loss
was sustained, has sustained an overall loss for those five years, and
the termination takes place before January 1, 1977.

Revenue effect
It is estimated that the repeal of the per-country limitation will re-

sult in an increase in budget receipts of $41 million in fiscal year 1977,
$35 million in fiscal year 1978 and $50 million in fiscal year 1981.

It is estimated that the loss recapture provisions will result in an
increase in budget receipts of $2 million in fiscal year 1977, $8 million
in fiscal year 1978 and $28 million in fiscal year 1981.

b. Dividends from less-developed country corporations
Present law

Under present law, the amount of dividend from a less-developed
country corporation included in income by the recipient domestic cor-
poration is not increased (i.e., grossed up) by the amount of taxes
which the domestic corporation receiving the dividend is deemed to
have paid to the foreign government. Instead the amount of taxes is
reduced by the ratio of the foreign taxes paid by the less-developed
country corporation to its pretax profits.

Reason for change
The failure to gross-up the dividend by the amount of the foreign

taxes that are deemed paid results, in effect, in a double allowance for
foreign taxes. The problem arises from the fact that the amount paid
in foreign taxes not only is allowed as a credit in computing the U.S.
tax of the corporation receiving the dividend, but also is allowed as a
deduction (since the dividends can only be paid out of income remain-
ing after payment of the foreign tax). The result is that the combined
foreign and'U.S. tax paid by Ehe domestic corporation is less than 48
percent of the taxpayer's income in cases where the foreign tax rate
of the less-developed country corporation is lower than the 48 percent
U.S. corporate tax rate (but above zero). 21 In cases where the for-

a For example, asoume that a foreign country imposes a t0-percent tax on $.000 of
income. If the foreign corporation earns $1.00 an a less-develoned country corporation in
that country, a distribution hr that corporation of the remaining £700 to Its U.5. parent
cerooration would result in $700 income to the U.S. parent. The parent's U.S. tax would be
9i,,1t6 before allowance of a foreign tax credit. In calculating the forelen tax credit, the
2.i00 ,mount of foreign taxes paid would be reduced by 800/1000 to £210. The £210 mold
then be credited against U.S. tax liability of $836, leaving a net liabilit' of $126. Thus.
the comhined U.S. tax ant forelen to' liability on the original $1.000 of income would hc
£426 (S300 foreign taxes plus $126 U.6. tax), not the $480 which should be paid at a 48
percent rate.

If thot same foreign cornoration earning $1.000 were not a less-develoned country
cornrato., the entire 1.000 would be included in the parent corporation's income if it
reeved a dividend of £700 which would carry with it forefen taxes of 6200. In this ease.
the U.S. tax before credit would be $480. Trhe entire $300 of foreign taxes would be
edited. leatnr a I.S. tax liability of $180. The combined U.S. tax and foreign tax

liabilities would be $480.



eign tax rate exceeds 48 percent, the dividend does not bring with it
all the foreign taxes that were paid and thus the size of foreign tax
credit carryover is reduced.

The size of the tax differential which exists in the case of dividends
from less-developed country corporations varies with the foreign tax
rate, as can be seen by the table below:

TABLE I.-RATE DIFFERENTIAL ENJOYED WITH RESPECT TO DIVIDENDS FROM LES-DEVELOPED COUNTRY
CORPORATIONS WITH VARIOUS SELECTED FOREIGN INCOME TAX RATES AND PRESENT 4B PERCENT U.S. RATE

diffame l.
enjoyed by

Income U.S. tax Credit forelg
Foreign available for before apis "sldiay

Income before tax tax dividend credit U.. lan U.S. tax Total tax (peent)

010-----------1 P543. 00 00.0 0200 44.20 It
$100 20 s S.40 16.00 22.40 42.40 5.60
$000---------------. 24 76 35.48 18.24 8. 24 42.24 5.76
$100-- ---------- 30 70 3. 60 21.00 12. 60 42.60 5.40
$100 ----------------- 60 2 g 24.00 4.60 44.80 3.20
0100 ................ 4 52 24.96 24.96 0 4o . O
00 ---------------- 55 45 21.50 24.75 Al 55.00

1 Excess credits of 3.25 are generated.

Further, the tax differential disappears either when the foreign tax
rate equals or exceeds the U.S. tax or when there is no foreign tax
imposed at all. The maximum tax differential, given a 48-percent U.S.
tax rate, occurs when the foreign tax is half that, or 24 percent. The
differential at this point is 5.76 percentage points.

Your committee believes that in the interest of uniform tax treat-
ment between developed and less-developed country corporations sad
among all less-developed country corporations, this double allowance
should be removed. Further, providing for identical treatment be-
tween ull foreign corporations will simplify the foreign tax credit
computation.

Explanation of provisgiao
Under the committee's amendment, dividends from less-developet

country corporations are treated the same as dividends from other fbo'
eign corporations. Thus, the amount of the dividends is increased by
the amount of taxes deemed paid with respect to that dividend.

The committee amendment is identical to the amendments in the
House bill.

Effective date
For distributions out of current income, the amendment is effective

for taxable years beginning after December 31, 1975. However, the
bill provides that for corporations making distributions in taxable
years beginning after December 31, 1975, and received by a domestic
corporation 'before January 1, 1978, the provisions of thWs bill apply
to such distributions only to the extent that the distributions are made
out Pf accumulated prots of the foreign corporation for a taxable
year (of such foreign corporation) beginning after December 81,1975.
Thus, during that period, distributions of a less-developed country
corporation out of earnings and profits accumulated in taxable.years



ning before January 1, 1976, are taxed as under present law.January 1, 1978, however, the provisions of this bill apply to
all distributions regardless of the year in which the earnings are
accumulated.

Revenue effect
It is estimated that this provision will increase budget receipts by

$64 million in fiscal year 1977 and by $55 million thereafter.

c. Treatment of capital gains
Reasons for change

The present foreign tax credit limitation creates a number of prob-
lems in the treatment of capital gains stemming from the fact that
capital gains are taxed differently than ordinary income. In many
cases the source of income derived from the sale or exchange of an
asset is determined by the location of the asset, or, if the asset is per-
sonal property, by the place of sale (i.e., the place where title to the
property passes). In the latter case, taxpayers presently can often
exercise a choice of the country from which the income from the sale
of personal property is to be derived. It has thus been possible, in some
cases, for a taxpayer to plan sales of personal property (including
stocks or securities) in such a way as to maximize his use of foreign tax
credits within the per-country or overall limitation by arranging that
the sale of that property take place in a certain country.

Since most foreign countries (including the United States) impose
little, if any, tax on sales of personal property by foreigners if the
sales are not connected with a trade or business in that country, the
present system permits taxpayers to plan sales of their assets in such a
way so that the income from the sale results in little or no additional
foreign taxes and yet the amount of foreign taxes they can use as a
credit against their U.S. tax liability is increased.

Further problems in the treatment of income from the sale or ex-
change of assets for purposes of the foreign tax credit limitation are
p resented because present law includes no explicit rules for netting
long-te and short-term gains and losses in cases where some gains
or losses are U.S. source income while other gains or losses are foreign
source income. The Internal Revenue Service has held that if a tax-
payer (in certain circumstances) has losses from sources within the
United States and has gains from sources outside the United States,
the domestic losses do not offset the foreign gains for purposes of
determining taxable income from sources without the United States
in the limiting fraction of the per-country or overall limitation on
foreign tax credits. For example, if a taxpayer has long-term gain
from sources outside the United States, that gain will increase income
from sources without the United States and thus will increase the
amount of foreign tax credits allowed to reduce U.S. tax liability, even
though that gain has no effect on the taxpayer's Pre-credit U.S. tax
liability because it is offset by U.S. source capital losses. The result i-
that in a case of foreign gains and domestic losses the amount of for
eign tax credits which can be used is increased without a commensurate
increase in U.S. tax liability; U.S. tax on U.S. income is reduced.

A final problem with the treatment of capital gains under the for-
eign tax credit system is presented by the fact that the credit limita-



tions are not adjusted to reflect the lower tax rate on capital gains,
income received by corporations." Under present law, corporations
having a net long-term capital gain in most instances pay only a 30e
percent rate of tax on that gain. But for purposes of determining
foreign source and worldwide income in the limiting fraction of the
foreign tax credit limitation, income from long-term capital gain is
treated the same as ordinary income (i.e., as if it were subject to a 48-
percent rate of tax).23 Similarly, a taxpayer who has a capital gain in-'

come from U.S. sources and has foreign source income tht is ot,
capital gain does not receive a full credit for the amount of U.S. tax
attributable to foreign source income.24

The committee believes that adjustments should be made ,to the
foreign tax credit limitation to take into account the fact that capital
gains are taxed differently from ordinary income.

Explanation of provisions
The committee's amendment includes three provisions altering the'

treatment of income from the sale of capital assets for purposes of
computing the limitation on the foreign tax credit. The amendment
establishes specific rules for determining the extent to which income
from the sale or exchange of capital assets from sources outside the
United States is to be included in the limiting fraction in calculating
the foreign tax credit limitation.

The amount of capital gain included in foreign source income is
referred to as "foreign source capital gain net income", defined 'as the
lower of capital gain net income from sources without the United
States or capital gain net income. (Capital gain net income is the ex-
cess of the gains from sales or exchanges of capital assets over the
losses from such sales or exchanges.) Thus, under this provision, for-'
eign capital gain can be used to increase the amount of tax credits
available to offset U.S. tax liability only to the extent the foreign
capital gain results in a foreign source capital gain net incomeiIn
cases where foreign and net U.S. losses equal or exceed foreign gains,
the foreign gains will not be taken into account for purposes of deter-
ming the limitation.

The second adjustment for capital gains income of corporations
under the foreign tax credit limitation provides that the foreign
source capital gain net income taken into account is to be reduced, by
three-eighths of foreign source net capital gain. Foreign source net
capit gain is defined as the lower of the net capital gain from
sources without the United States or net capital gain. (Net capital gain
is the excess of long-term capital gain over short-term capital loss.)

A similar problem exists to a much lesser extent for capital gains income of individuals
under the alternative tax (sees. 1201 (b) and (r)). However, since only a limited amoot
of Income is eligible for this treatment it was felt unnecessary to deal fully with this
problem.For example, if a roraorstion has worldwide income of $20 million. Si0 millionS,.
whirh is ordinary income from sources within the United States and $10 million of which
io income from the sole of on asset from sources without the United States. that corosratift
is allowed a foreiso tax credit equal to one-half (i0/20) of his U.S. tax liability.; *ven
touch onl $3 million of the $7.8 million In U.S. tax liability Is attributable to foreign
source income. Present law thus favors the taxpayer with foreign source e aplinl
olne his U.S. tax on U.S. ordinary income of $10 million Is not treated as being $%9.l

milliss hot as $3.5 million.For example. If such a taxpayer had $10 million of r.s. source capital gan and $10i
million of foreign ordinary income, the foreign tax credit limitation would limit the it
to 53.5 million eyes though he would be liable for $4.8 million of U.S. tax on his foreisource income.



In effect a maximum 30/48ths of the net long-term capital gain from
sources without the United States is taken into account.

2 5

This reduction of income is made to prevent distortion in the
amount of foreign tax credits allocable to foreign income, which can
result because capital gains for corporations is taxed at a 30-percent
rate rather than a 48-percent rate.2 6

The committee's amendment also provides a special rule which ap-
plies to personal property sold outside of the United States by a cor-
poration or by an individual (if sold or exchanged outside of the
country of the individual's residence). In these cases, no income is
included for purposes of calculating the numerator of the foreign tax
credit limitation from such sales or exchanges if the country in which
such property is sold does not impose an income, war profits, or excess
profits tax at a rate at least equal to 10 percent of the gain from the
sale or exchange as computed under U.S. tax rules. This is accom-
plished by treating the foreign source capital gain as U.S. source in-
come. The purpose of this rule is to prevent taxpayers frown selling
their assets abroad'primarily to utilize any excess foreign tax , redits
which they may have available from other activities. It was con Auded
that if the foreign government significantly taxes a sale, that ie prob-
ably did not take place in that country purely for tax purposes. The
committee concluded that a tax of 10 percent of the gain was sub-
stantial for these purposes.

The rules treating foreign source capital gain as U.S. source income
do not apply in three situations, even though no foreign tax is paid
on the gain. These cases involve situations where the sale is not made in
a country purely for tax purposes and, thus, an exception to the gen-
eral rule should be made. The three cases are: First, in the case of a
sale by an individual, if the property is sold or exchanged within the
individual's country of residence. Second, in the case of a sale by a
corporation of stock in a second corporation, if the stock is sold in a
country in which the second corporation derived more than 50 percent
of its gross income for the 3-year period ending with the close of the
second corporation's taxable year immediately preceding the year dur-
ing which the sale took place. Third, in the case of a sale by a corpora-
tion or an individual of personal property (other than stock in a cor-
poration), if the property is sold in a country in which such property
was used in a trade or business of the taxpayer or in which the taxpayer
derived more than 50 percent of its gross income for the 3-year period
ending with the close of its taxable year immediately preceding the
year during which the sale took place.

The changes in capital gains income generally are to apply both
to capital assets and to business assets if such assets are treated as

-If a corporation has for examnle. $100 of net long-term capital gain from sources
without the United States. all of which is foreign source capital gain net income, that
corporation includes as foreign source income only a maximum of i0/48ths (or %t) thereof.
Assumingf that all of the coreoratons foreign source capital gain net income onalifles asforeign source net canital gain. the corporation is permitted oply S10 in tan credits attrib-
"table to the $100 of foreign source income, rather than the $45 in for icn tax credits which
wnuid he permitted without the reduction in capital gain income, Similarly, a company
which has Sine in domestic canta coin income and $100 in foreign source ordinary income
includes as U.S.-source income 30/48ths of its U.S. source net capital gain. Such a cor-roraton has a 548 limitation on foreign tax credits attributable to the $100 of foreign
income rather than $39 as would be permitted without the reduction in capital gains
Income.

" A similar adjustment is not needed in the case of taxpayers other than corporations
(even though the alternative tat might he used) since in computlne taxable income for
purposes of the foreign tax credit limitation a deduction is tahen for long-term capital
gains (see. 1202).



capital assets under the applicable code provision. The new rules for
capital gains are to be applied before application of the rules dealing
with the recapture of foreign losses.

A similar provision was in the House bill; however, the committee
amendment makes various technical amendments.

Effective dates
These amendments are to take effect begining with taxable years

beginning after December 31, 1975, except that the third rule which
treats foreign source gain as U.S. source gain only applies to sales or
exchanges made after November 12,1975.

Revenue effect
It is estimated that the capital gain provisions will result in an

increase in budget receipts of $11 million in fiscal year 1977 and $10
million thereafter.

d. Foreign oil and gas extraction income
(1) Transitional rule for foreign taxes on oil and gas extraction income

Reasons for change
As indicated above, present law contains a limitation on the amount

of foreign taxes with respect to foreign oil and gas extraction income
which is allowable as a credit. The limitation on the foreign tax credit
is stated as a percentage of the foreign oil and gas extraction
income. The percentage is 52.8 percent in 1975, 50.4 percent in 1976,
and 50 percent in 1977. Foreign taxes in excess of the limitation are
neither allowable as a credit in that year or in any other taxable year.
While the committee generally believes that taxes in excess of the limi-
tation should not be allowed as a credit in any other taxable year, the
committee's attention has been called to certain situations where during
the transition period distortions in the computation of the limitation
on the credit for foreign oil and gas extraction income could arise due
to the difference in computing taxable income used by the United
States and the foreign taxing country. Where a foreign country dur-
ing this transition period imposes taxes lower than the U.S. rate in one
year and imposes taxes higher than the U.S. rate in a later year, the'
committee believes it is appropriate to extend in this limited situation
a foreign tax credit carryback against extraction income in the same
country.

Explanation of provision
The committee amendment provides a special carryback during the

transition Period to any taxable year ending in 1975, 1976 or 1977.
This carryback is to be computed by using the normal foreign tax
credit carryback rules (sec. 904(c) ). Thus, a carrvback is to be allowed
only to the two preceding taxable years from which the tax is carried.
Second, the extraction taxes which may be carried back may only be
carried back against extraction income in the same country to which
the extraction taxes were paid.

The amount which may be carried back to any taxable year is limited
to the net U.S. tax liability on the extraction income from that country
for a year after taking into account the foreign tax credit. Thus, the
amount allowed as a carryback may not exceed an amount equal to the



amount of the foreign oil and gas extraction income for the year mul-
tiplied by the sum of the normal tax and surtax rates for the year, less
the amount of any creditable taxes which are paid or accrued with
respect to the foreign oil and gas extraction income against which
the credits are to be offset.27 

The amount carried back is to be deemed
tax paid or accrued on income from the extraction of foreign oil and
gas in the year to which carried. For purposes of this provision, extrac-
tion taxes which may be carried back are the income taxes paid or
accrued during a year with respect to foreign oil and gas extraction
income which would be allowed as a foreign tax credit but for the
special percentage limitations on foreign oil and gas extraction income.

The committee amendment while similar to the House bill contains
a rule not found in the House bill, that the amount carried back is to
include any amount in connection with production-sharing contracts
which is treated as a tax but which exceeds the amount allowed as a
credit for any taxable year under the committee's special rule for
production-sharing contracts (see discussion below).

Effective date
This provision is effective for taxable years ending after December

31,1974.

Revenue effect
It is estimated that this provision will reduce budget receipts by $8

million in fiscal year 1977 and $10 million in fiscal year 1978.
(9) Tra itional rue for recapture of foreign oil-related losses

Reason for change
As indicated above, the Tax Reduction Act of 1975 required that

the foreign tax credit on foreign oil-related income be computed under
a separate overall limitation and that any oil related losses sustained in
taxable years ending after December 31, 1975, be recaptured in future
years through a reduction in the amount of foreign taxes allowed to
offset United States tax on foreign oil-related income. This is accom-
plished by treating such losses as U.S. source income.

The amount of loss recaptured in any year is the lesser of all prior
oil-related losses not yet recaptured or 50 percent of the foreign oil-
related income. The committee believes that some transitional rules
should have been included for the recapture rule in view of the sub-
stantial investments required to develop new oil or gas properties pur-
suant to contracts entered into prior to the enactment of the Tax Re-

- The carryback permitted under this provision may be illustrated by the following
example: Assume in 1077 a taxpayer derives $100 of foreign oil and gas extraction income
on which he pays $80 of foreign taxes which, but for the provisions of section 907, would
be allowable as a foreign tax credit Thus, in 1977, under the provisions of section 907
the taxpayer would be allowed a $50 foreign tax credit (the other $30 being dinailowod).
Under the special transition rule the disallowed $80 of foreign taxes would, subject to
the conditions of this provision. be eligible for a 2-year carryback to 1975 and then 1976.
Assume further that ts taxpayer had no extraction income in 1975, and that in 196 the
taxpayer derived $150 of foreign oil and gas extraction income on which he paid $20 of
foreign taxes which were allowable as a foreign tax credit for the taxable year. The tax-
payer's U.S. tax liability wosId be dS percent of $150. which in $72. against which the
axpaver would have taken a $20 foreign tax credit and had a net liability for U.S. taxes

of $52. Under this provision, the taxpayer would be entitled to carry the $30 of din-
allowed taxes from 1977 bark to 1976 and claim these taxes as a foreign tax credit, thus
making 550 of foreign taxes allowable as a credit for that year, resulting in net U.S.
tax liability of $22. If. in addition, the taxpayer had an additional $10 in 1978 which
was disallowed as a foreign tax credit by reason of section 907, only $22 ($72 minus
($2049230)) would be allowed as a carryback to 1976.



duction Act of 1975. Generally, it takes 3 to 5 years to develop such
properties before significant commercial production comes on stream.
Substantial investments were, therefore, made with anticipation of
losses but without taking into account the recapture of such losses.
While the committee generally believes such losses should be subject to
recapture, it would be inequitable to subject these losses to the full rate
of recapture.

Explanation of provision
The committee's amendment provides that a taxpayer may recap-

ture certain foreign oil-related losses over a longer period than under
present law. The longer period applies only to a foreign oil-related loss
which is sustained in a taxable year ending before January 1, 1979,
and which was incurred pursuant to a binding contract to explore or
to develop oil or gas property entered into on or before July 1, 1974.
Under this provision, not more than 15 percent of the loss is recaptured
for each of the first four taxable years beginning with the first year for
which a foreign tax credit is claimed on foreign oil-extraction income.
Thereafter, any remaining loss is recaptured in accordance with
present rules. No comparable provision is contained in the Iouse bill.

Effective date
This provision is effective for taxable years ending after December

31,1974 (the effective date of the foreign oil recapture rules in the Tax
Reduction Act of 1975).

Revenue effect
It is estimated that this provision will reduce budget receipts by $21

million in fiscal year 1977 and $6 million in fiscal year 1978. However,
the reduction in those years will be recaptured by increased receipts
in the following years.
(3) Definition of foreign oil-related income

Reasons for change
As indicated above, the Tax Reduction Act of 1975 required that the

foreign tax credit for foreign oil-related income be comnuted'under
a separate overall limitation. In addition, the amount of the foreign
tax credit for taxes paid with respect to "foreign oil and gas extrac-
tion income" is limited to a percentage of such income. Generally, "oil
and gas extraction income" means taxable income from the extrac-
tion of oil and gas and from the sale of assets used in such extraction
activities. Generally, "foreign oil-related income" means taxable in-
come from the extraction of oil and gas, the processing of oil and gas
into their primary products, the transportation and distribution or
sale of oil, gas, and primary products, and the sale of assets used in
such activities.

In addition, both foreign oil and gas extraction income and foreign
oil-related income include dividends from a foreign corporation if
foreign taxes paid by it, whether or not there are taxes, would be
treated as paid by the taxpayer. Interest from such a foreign corpora-
tion is included only in foreign oil-related income. In each case, only
the portion attributable to foreign oil and gas extraction income or
foreign oil-related income, as the case may be, is taken into account.



These amounts were included in order to avoid discriminating be-
tween taxpayers who carried on foreign oil-related activities through
branches of domestic corporations and those who operated through
foreign subsidiaries. For a similar reason, foreign oil-related income
includes an allocable portion of dividends from a domestic corporation
if such dividends are treated as foreign source income by reason of the
fact that less than 20 percent of such corporation's gross income is
derived from U.S. sources. However, interest from a domestic corpora-
tion is likewise treated as foreign source income if less than 20 percent
of its gross income is from U.S. sources. Therefore, the committee be-
lieves that interest and dividends from domestic corporations should be
treated the same.

Also, it has been called to the attention of the committee that the
definition of foreign oil-related income includes certain unintended
items. In most cases, rcessing, transportation, and distribution ac-
tivities are carried on gy members of affiiated corporate groups which
are also engaged in substantial extraction activities. For this reason,
income from these related activities is made subject to the same sepa-
rate overall limitation. However, regulated public utilities in foreign
countries often construct their own pipelines to the source of natural
gas so as to be able to transport gas to their own generating or distribu-
tion facility located in that country. Under present law, income attrib-
utable to these transportation and distribution activities is classified
as foreign oil related income even though the utility is not engaged in
the extraction of the gas from a foreign country and is not subject to a
foreign tax on extraction income. Further, some utilities have found it
useful in their operations to explore for gas to be used within their own
systems. In either event, the committee believes that the distribution or
transportation of gas by a public utility through its own system should
not be subject to the special limitation for oil-related income.

Explanation o/ provisions
(a) Inkrest inO&me

The committee's amendment revises the definition of foreign oil-
related income to include interest from a domestic corporation pro-
vided the interest is treated as foreign source income by reason of the
fact that less than 20 percent of such corporation's gross income is
derived from sources within the United States. As in the case of
dividends included under present law, only the portion of the interest
attributable to foreign oil-related income is included. The apportion-
ment standards for foreign source income (see. 862(b)) are to be
used in making the allocation. Interest, like dividends, from a domestic
corporation is not included in foreign oil and gas extraction income.
No comparable provision is in the House bill.

Effective date
This provision of the committee amendment is to apply to taxable

years beginning after December 31, 1976.

Revenue effect
It is estimated that the inclusion of interest in oil-related income

will result in a decrease in budget receipts of $40 million in fiscal year
1977 and of $90 million thereafter.



Explanation of provision

(b) Public utility income
In addition, the committee's amendment revises the definition of

foreign oil-related income so that it does not include income from the
transportation or distribution of natural gas by a regulated public
utility for use within its own regulated public utility operations
within the country in which it is incorporated and in which the regu-
lated public utility is located. Where a utility obtains part of its
supplies of natural gas from its own extractions activities, any allo-
cation of income between its extraction and its transmission and
distribution activities is to take into account the fact that the utilities
activities are regulated and that it may not be able to charge as much
for gas as the wellhead as it could on the open market. No comparable
provision is in the House bill.

Effective date
This provision applies for taxable years beginning after December

31, 1974.

Revenue effect
It is estimated that this provision will result in a decrease in budget

receipts of less than $5 million annually.
(c) Sale of stock in foreign corporations fling consolidated returns

Explanation of provision
The committee's amendment clarifies the definition of foreign oil-

related income and foreign oil and gas extraction income in the case
of the sale of stock of a foreign corporation entitled to be included
as a member of a consolidated group. Since the income from such
a corporation is included in the consolidated group for purposes of
determining whether the income is foreign oil-related or foreign
oil and gas extraction income, the sale of the stock is to receive the
same identical treatment, to the extent the assets of the company
whose stock is sold were used for the production of either foreign
oil-related income or foreign oil and gas extraction income.

Effective date
This provision applies for taxable years beginning after Detem

ber 31, 1974.

Revenue effect
It is estimated that this provision will result in a decrease in tax

liability of less than $5 million annually.

(4) Foreign oil-related income earned by individaw

Reasons for change
As indicated above, the foreign tax credit that can be claimed for

foreign oil and gas extraction income is limited by a nereentae of that
income, and the amount of U.S. taxes that can be offset by these taxes
in any year is subject to a separate overall limitation -based on foreign
oil-related income.

Foreign oil-related income includes (in addition of extraction in-
come) income from processing, transportation, and distribution activ-



ities. These items are not included in foreign oil and gas extraction
income. Individuals and corporations are subject to the same percen-
tage limitation under present law. However, the committee believes
that individuals seldom have foreign oil-related income which is not
also included in foreign oil and gas extraction income. In addition,
limiting the amount of creditable taxes to the corporate rate is unfair
or unduly generous in the case of certain individuals. For example, if
an individual has a high effective rate of tax (in excess of the corporate
rate), his disallowed foreign tax credit will cause him to pay U.S. tax
on his foreign extraction income, while a corporation would owe no
U.S. tax.

Explanation of provision
The committee amendment provides that the allowable foreign tax

credit on foreign oil and gas extraction income is to equal the average
U.S. effective rate of tax on that income. Thus, in any case there will be
sufficient tax credits to offset the U.S. tax on the foreign oil and gas
extraction income but no excess credits to offset U.S. tax on other for-
eign source income. The committee amendment achieves this result by
limiting the taxpayer to a separate overall foreign tax credit limita-
tion for foreign oiland gas extraction income. No comparable provi-
sion is in the House bill.

Effective date
This provision is effective for taxable years ending after Decem-

ber 31,1974.
Revenue effect

It is estimated that this.provision will decrease revenues by less than
$5 million on an annual basis.

(5) Oil payments not considered as taxes where no economic interest

Reasons for change
As indicated above, the Tax Reduction Act of 1975 provided that

no foreign tax credit is allowable for payments to a foreign country
in connection with the purchase and sale of oil or gas where the tax-
payer has no economic interest in the oil or gas and the purchase or
sale is at a price which differs from the fair market value of the oil or
gas. This provision was intended to deny any foreign tax credit to
oil companies with respect to oil or gas which is owned by the foreign
government (i.e., oil which is described as nonequity oil or buyback
oil) where payments for the purchase of oil owned by the foreign
country are disguised as the payment of a tax by casting normal crude

-purchase and sale arrangements in non-commercial formats. If oil was
purchased from an affiliate at less than the market price and resold at a
price equal to or higher than the market price, the difference between
the purchase and sale price may be taxed by the foreign government so
that the net economic result is the same, for the foreign government, as a
simple purchase of the oil- Further, a foreign government could re-
quire the oil to be purchased from the government at less than the fair
market price and resold at greater than the fair market price. By cre-
ating an artificial profit, a "tax" could be imposed for which a foreign
tax credit could be claimed.



It was expected that this potential abuse would become increasingly
prevalent as foreign governments take over oil 'companies' interests in
concessions. Under these circumstances all oil and gas extracted from
foreign concessions could be subject to a tax on the purchase and sale.

The committee's attention has been called to the difficulties which
arise in the case of oil companies which made substantial investments
before the Tax Reduction Act of 1975 in oil or gas fields under con-
cessions which have been or will be taken over by the foreign gv-
ernment. In some cases, these changed relationships involve or will
involve the private companies having rights to buy, at a discount, oil
or gas produced from the areas to which their previous rights related.
In certain cases it may not be clear whether all the taxes paid on the
income resulting from the discount are creditable even though the
discount was granted in connection with the government's takeover of
the company's previous rights. In some cases the foreign government
may choose to compensate the oil company for the value of its prior
investments with a fiat amount or a per barrel fee. In other cases, the
foreign government may prefer to allow the oil company to purchase
oil or gas from that field at a discount per unit of production. It is not
clear whether the oil company would be treated as continuing to have
an economic interest in the oil or gas in that situation. In the case of
discounts, determination of whether or not a discount for prior in-
vestments is an arm's-length amount will be unusually difficult.

The committee does not intend to alter in any manner the legal con-
cept of an economic interest which has been developed judicially and
administratively over many years. However, the committee believes
that taxpayers should be permitted to recover investments made in
fields (when they have acquired an economic interest in such fields)
before the Tax Reduction Act of 1975 through discounts from the
price paid for production from those fields. It is reasonable to expect
that investments before that time will be recovered within 10 years.

Explanation of provision
The committee's amendment provides that section 901 (f) is not to

apply with respect to the purchase and sale of oil or gas from a field if
the taxpayer has had an economic interest in that field and if, on
March 29, 1975, the taxpayer has made an investment with respect to
the field. This will be the case notwithstanding the fact that the tax-
payer purchases the oil or gas from that field at less than the fair
market value, including a discount which reflects compensation for
the prior investment and the price differs from the fair market value
for the oil or gas. However, section 901(f) will apply in any case fnr
taxable years beginning after 1985.

It is the intention of the committee that the term "oil or gas field"
is not to be narrowly defined. Generally, an oil or gas field is that
surface area under which oil or gas has been discovered by the drilling
of an oil or gas well indicating the presence of hydrocarbons. The'
area of an oil or gas field is delineated horizontally as well as verti-
cally. The surface area of an oil or gas field may be delineated by
projecting to the surface the outside perimeter of each underlying
formation and reservoir in which oil or gas is located and drawing a
border around the projections, including all contiguous surface areas.
Vertically, an oil or gas field includes the entire area within the border
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including all underlying formations and reservoirs, at whatever depth,
whether or not they were known to exist at the time of the drilling of
the initial welL

The committee's amendment does not apply to any field (i.e., sec-
tion 901(f) will apply for any taxable year to the purchase and sale
of production from such field with respect to which no investment
was made on or before March 29, 1975 even if the field is located
within the same concession area as another field which is subject to
the exception added by the committee's amendment. These invest-
ments will be subject to the test of the oil or gas being bought and sold
at an arm's length price. No comparable provision is in the House
bill.

Effective date
This provision of the committee amendment is to apply to taxable

years beginning after December 31, 1974.
Revenue effed

It is estimated that the special rule for cases where there has been an
economic interest in a prior year will result in a decrease in budget
receipts of $34 million in fiscal year 1977 and of $40 million thereafter.
(6) Production-sharing contracts

Reason. for change
A problem concerning the allowance of a foreign tax credit

for payments to a foreign government in connection with mineral
extraction has arisen in the case of production-sharing contracts. These
arrangements between the foreign government and oil companies which
are becoming increasingly popular involve government owner-
ship of all oil and gas reserves. Under these arrangements, the oil com-
pany operates as a contractor furnishing services and know-how.
AD management and control of production is retained by a govern-
mbt-owned entity which has the exclusive right to explore and de-
velop the government's mineral pro.erty. All tangible property is
owid by the government-owned entity. Ordinarily, the contractor is
cdtpensated for its costs in the form of a share (not to exceed a
given percentage each year) of the production from a contract area.
The remainder of the production is divided between the contractor
according to negotiated percentages. (Any unrecovered costs are re-
covered in subsequent years.) The law of the foreign country gener-
ally provides that the government-owned oil company is to pay to
the government each year a portion of its production share. This pay-
ment is said to constitute (among other things) the payment of the
contractors tax liability on its behalf so that the contractor does not
directly pay any income taxes under the country's general corporation
tax.

The Internal Revenue Service recently issued Revenue Ruling 76-
215, 1976 I.R.B. No. 23, holding that the contractor under a produc-
tion-sharing contract in Indonesia is not entitled to a foreign tax
credit for payments made by the government-owned company to the
foreign government. The grounds for this holding were, in part, that
since the foreign government already owns all of the oil and gas, there
is no payment to the government by the contractor. Furthermore, even
if a payment by, or on behalf of, the contractor could be identified,



the IRS views such a payment as in the nature of a royalty, rather
than a tax.

In 1969, the Internal Revenue Service issued Revenue Ruling 69-
388, 1969-2 C.B. 154, which held that certain payments made pur-
suant to a contract to explore for, develop, and produce oil in Indo-
nesia are creditable. The contracts to which that Ruling applied were
not production-sharing contracts but the Ruling was apparently relied
on by oil companies entering into production-sharing contracts. In
view of the fact that the scope of the prior Ruling was not clear, the
Internal Revenue Service exercised its discretion to apply Revenue
Ruling 76-215 only prospectively to claims for credits for taxes paid
in taxable years beginning after june 30,1976.

While the committee takes no position on the correctness of the IRS
ruling, the committee feels that oil companies operating under existing
production-sharing contracts should have a reasonable time to renego-
tiate their contracts with the foreign government. Thus, assuming the
ruling is sustained, if challenged, generally the companies should con-
tinue to be allowed the foreign tax credit for another five years. In the
meantime, however, the oil companies should not be allowed to gener-
ate excess foreign tax credits under the contracts that can be used to
offset tax on other income.

Explanation of provision
The committee's amendment allows a limited foreign tax credit for

a limited period in the case of production-sharing contracts to which
Revenue Ruling 76-215 applies. Under this amendment, amounts
which are designated by a foreign government under certain produc-
tion-sharing contracts as income taxes are treated as creditable income,
war profits, and excess profits taxes even though the amounts would
not otherwise be treated as creditable taxes. Moreover, the amenid-
ment only applies to taxes not creditable by reason of that ruling.
Thus, to the extent that payments are treated as taxes, this amendment
does not apply to those payments.

However, the total amount treated as creditable taxes under this
provision is not to exceed the lesser of two amounts. The first amount
is the total foreign oil and gas extraction income with respect to pro-
duction-sharing contracts covered under the rule multiplied by the
U.S. corporate tax rate (generally 48 percent) less the otherwise allow-
able (if any) foreign tax credits attributable to income from those
contracts. The second amount is the total foreign oil and gas extrac-
tion income multiplied by the U.S. corporate tax rate (generally
48 percent) less the total amount of the otherwise allowable foreign
tax credits (if any) attributable to the total foreign oil and gas extrac-
tion income.

The production-sharing contracts covered by this provision are those
contracts for which the IRS has published a ruling disallowing foreign
tax credits for taxes paid in taxable years on or after June 30, 1976,
but has not disallowed claims for tax credits for taxable years begin-
ning before that date.

This, for example, assume that the taxpayer for 1977 derives
a total of $100 of foreign oil and gas extraction income; that $10 Of
that amount is derived from production-sharing contracts to which 7

this provision applies; that the taxpayer pays a total of $45 in foreign



taxes on the foreign extraction income (not including any amounts
claimed as taxes under production-sharin contracts to which this
provision applies); and that $6 of tax credit was disallowed on the
income from the production-sharing contracts. Under these facts, the
taxpayer is allowed a foreign tax credit for amounts under the pro-
duction-sharing contract equal to $3, the lesser of (48 percent of $10)
or ((48 percent of $100) minus $45).

This provision will apply only to production-sharing contracts
entered into before April 8, 1976, and will apply only with respect to
taxes designated as having been paid under such contracts before Jan-
uary 1,1982.

The committee's special rule applies only with respect to production-
sharing contracts for which the Internal Revenue Service will dis-
allow claims for a foreign tax credit for taxes paid in taxable years
beginning on or after June 30, 1976, but will not disallow claims for
taxes paid for taxable years beginning before June 30, 1976.

Effective date
The special rule for production-sharing contracts is to apply for

taxable years beginning on or after June 30, 1976.
Revenue effect

It is estimated that this provision will decrease budget receipts by
$23 million in fiscal year 1977 and $27 million in fiscal year 1978.

e. Third-tier foreign tax credit under subpart F

Present law
Under present law, when amounts which are foreign base company

income are included in the income of a domestic corporation under sub-
part F with respect to the undistributed earnings of a controlled
foreign corporation, a proportionate part of the foreign taxes paid
by the fok'eign corporation are deemed paid by the domestic corpora-
tion, and a foreign tax credit is available to the domestic corporation
with respect to those taxes. These rules are substantially parallel to the
foreign tax credit rules on actual distributions. However, this deemed-
paid credit is available for subpart F income only if the controlled
foreign corporation is a first-tier foreign corporation (which must be
at least 10-percent owned by a domestic corporation) or a second-tier
foreign corporation (which must be at least 50 percent owned by a first-
tier foreign corporation).

Reaeone for change
These rules are inconsistent with the foreign tax credit rules appli-

cable with respect to dividends actually distributed. Actual dividends
carry with them a proportionate part of the foreign taxes paid by
third-tier foreign corporations, as well as first- and second-tier foreign
corporations. Moreover, in order to qualify as a second-tier corpora-
tion with respect to dividends actually distributed, only 10 percent of
the stock need be held by a first-tier foreign corporation.

The committee believes that the foreign tax credit rules with respect
to amounts included in income under subpart F should be consistent
with the rules applicable to dividends actually distributed. Taxpayers
tend to structure their business operations in accordance with the rules



applicable with respect to actual distributions. The rules of subpart F
are now overly harsh when they deny a foreign tax credit to a tax-
payer who would have been entitled to a credit had there been an
actual distribution.

When subpart F was added in 1962, the rules for computing the
deemed-paid foreign tax credit with respect to dividends were appli-
cable only with respect to foreign taxes paid by a first-tier foreign
subsidiary (defined as being at least 10 percent owned by a domestic
corporation) or a second-tier foreign subsidiary (defined as being at
least 50 percent owned by a first-tier foreign corporation). The foreign
tax credit rules under subpart F were made applicable under the same
circumstances as actual dividends.

In 1971, the deemed-paid foreign tax credit with respect to divi-
dends actually distributed was expanded to apply to foreign taxes
p aid by a larger class of second-tier corporations and by third-tier
foreign corporations. The committee's amendment conforms the sub-
part F foreign tax credit rules to the 1971 change in the deemed-paid
foreign tax credit for actual dividend distributions.

Explanation of provision
The committee's amendment makes two changes to the present rules

for computing a foreign tax credit with respect to amounts included
in income under subpart F. First, the amendment provides that the
foreign tax credit is applicable with respect to foreign taxes paid by a
third-tier foreign corporation whose undistributed income is taxed to
the shareholder. Second, the amendment liberalizes the stock owner-
ship test applicable to second-tier foreign corporations.

Under the committee's amendment, a foreign corporation qualifies
as a second-tier foreign corporation if at least 10 percent of its voting
stock is owned by a first-tier foreign corporation, at least 10 percent of
the voting stock of which must be owned by a domestic corporation. A
foreign corporation qualifies as a third-tier foreign corporation if at
least 10 percent of its voting stock is owned by a second-tier foreign
corporation.

However, with respect to a second-tier foreign corporation, the for-
eign tax credit is not available unless the percentage of voting stock
owned by the domestic corporation in the first-tier foreign corpora-
tion and the percentage of voting stock owned by the first-tier foreign
corporation in the second-tier foreign corporation when multiplied
together equal at least 5 percent. With respect to a third-tier foreign
corporation, the foreign tax credit is not available unless the percent-
age of voting stock in the first-tier foreign corporation owned by the
domestic corporation and the percentage of voting stock in the se ond-
tier foreign corporation owned by the first-tier foreign corporation
and the percentage of voting stock in the third-tier foreign corporation
owned by the second-tier foreign corporation when multiplied together
equal at least 5 percent.

There is no comparable provision in the House bill.
Effectve date

The committee's amendment applies with respect to earnings and
profits of a foreign corporation included in gross income after Decem-
ber 31,1976.



Revenue effect
This provision will reduce budget receipts by $4 million in fiscal

year 1977, $10 million in fiscal year 1978, and $10 million in fiscal year
1981.

f. Source of underwriting income
Present law

Under present law, the source of insurance underwriting income is
unclear. Neither the Internal Revenue Code nor the Income Tax Reg-
ulations set forth a specific rule for determining the source of insur-
ance underwriting income. It is the position of the Internal
Revenue Service, however, that the source of such income is to be deter-
mined on the basis of where the incidents of the transaction which pro-
duce the income occur. Under this rule, income produced from insur-
ance underwriting contracts negotiated and executed in the United
States, regardless of the location of the insured risks, is generally
deemed to be from sources within the United States. This rule appar-
ently applies even though the insurance contract is actually written by
a foreign company.

Reasons for change
The present source rule applicable to insurance underwriting income

is vulnerable to artificial manipulation by taxpayers. By simply chang-
ing the place where a contract is negotiated and executed, a taxpayer
can change the source of the underwriting income produced by the
contract. The current source rule in some situations also can result in
double taxation. It is not uncommon for United States corporations
doing business abroad through foreign subsidiaries to negotiate and
execute insurance contracts in the United States which cover its over-
seas operations. The insurance policies, however, frequently must be
issued in the foreign jurisdiction in which the insured's risk is locatedin order to comply with local insurance laws or for other business rea-
sons. Although the underwriting income in these circumstances gen-
eraly would be subject to foreign taxation, the income would bedeemed United States source income, which in turn would reduce the
amount of the foreign tax credit available to the taxpayer.

Eplanation of Provsion
The committee's amendment would establish a new source rule ali-

cable to insurance underwriting income. Under the new rule, under-
writing income derived from the insurance of U.S. risks would be in-
come from sources within the United States. All other underwriting
income would be considered income from sources without the United
States. The new source rule is not intended to change existing law with
respect to the determination of whether foreign source income is effec-
tively connected with the conduct of a trade or business within the
United States.

Effective date
The committee's amendment applies to taxable years beginning after

December 31,1976.
Revenue effect

It is estimated that this provision will decrease receipts by less
than $5 million annually.
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6. Exclusion From Gross Income and From Gross Estate of
Portfolio Investments in the United States of Nonresident
Aliens and Foreign Corporations (sec. 1041 of the bill, and
sees. 861, 872, 883, 897, and 2105 of the Code)

Present lawy
Present law provides, in general, that interest, dividends and other

similar types of income of a nonresident alien or a foreign corporation
are generally subject to a 30-percent tax on the gross amount paid 2s
if such income or gain is not effectively connected with the conduct
of a trade or business within the United States (sees. 871(a) and
881).11 However, a number of exemptions have been provided from
this 30-percent tax on gross income. Interest from deposits with per-
sons carrying on the banking business are exempt (sees. 861 (a) (1) (A)
and 861(c)). Any intereand nd dividends paidby a domestic corpora-
tion which earns less than 20 percent of its gross income'from sources
within the United States is also not subject to the 30-percent tax
(secs. 861(a) (1) (B) and 861(a) (2) (A)). Under the expired interest
equalization tax, interest on certain debt obligations which were part
of an issue with respect to which an election had been made for IET
purposes are exempt (sees. 861(a) (1) (G) and 4912(c) of the code).
Moreover, there is no estate tax liability with respect to a debt obliga-
tion or a bank deposit if the interest on such obligation or deposit
would not be subject to the 30-percent withholding tax if it were
received by the decedent at the time of his death (secs. 2104 and 2105).

In addition to the above exemptions provided in the Internal Reve-
nue Code, various income tax treaties of the United States providdefor
either an exemption or a reduced rate of tax for interest and dividends
paid to foreign persons if the income is not effectively connected with
the conduct of a trade or business within the United States.

Reasons for change
The committee believes that the imposition of a withholding ttx

on obligations issued by U.S. persons can impair the ability of U.S.
corporations to raise capital in foreign markets. International bond
issues are often exempt from withholding taxes and estate taxes im-
posed by foreign governments.'0 In contrast, the United States' with-
holding tax is generally imposed, although as indicated above there are
numerous exceptions to the general rule depending upon the nature of
the issuer or the residence of the recipient of the interest income. The
lack of a broad exemption under present law has in some cases made it
difficult to trade U.S. obligations in international bond markets, since
holders of international obligations wish to be assured that there will
be no withholding tax imposed on any interest income which they may
derive. To satisfy this desire of foreign lenders, U.S. borrowers often
have to agree to reimburse holders of its debt instruments for any
U.S. withholding tax which may be due. This raises the cost which a
U.S. borrower must incur when it goes into foreign markets to raise
capital.
28 This tax is generallv coleeted by oeons of a withholliee hv the person making the

payment to the foreign recipient of the income (sees. 1441 and 1442).
a Tf the interest. dIvidend or other sherlixy ncome Is effectively connected with a U.S.

trade or business. that income is included in the normal income tax return which must be
fled for the booness.
oAustria., DenmPrk. France, Finland. Taran. Nefthberlads. Norway. and Sweden provide

an exemption from withholding taxes on interest paid to foreign lenders.



-Prior to the termination of the IET, U.S. borrowers were able to
secure an exemption for foreign lenders by electing to have the U.S.
obligations subject to the IET. In this way interest paid with respect
to such obligations was exempt from the 30-percent withholding tax.
However, the termination of the IET on June 30, 1974, has again made
it more difficult for U.S. borrowers to obtain funds from foreign mar-
kets. In order to enable U.S. borrowers to obtain funds for their domes-
tic as well as foreign capital needs your committee believes that an
exemption should be provided for interest paid to foreign lenders
(other than direct investors) except where the income is effectively
connected with the conduct of a trade or business in the United States
by the foreign lender.

Explanation of provision
Witholding tax.-For the reasons indicated above, under the com-

mittee amendment, interest paid by a U.S. person is generally to be
exempt from U.S. tax (under sees. 871(a) and 881) if received by a
nonresident alien individual or a foreign corporation. The term
"United States person" has the meaning assigned to it in section 7701
(a) (30) and means a citizen or a resident of the United States, a domes-
tic partnership, a domestic corporation, and any estate or trust (other
than a foreign estate or trust). In addition, the exemption applies to
interest paid by the United States Government or any agency or instru-
mentality thereof, or by ay State or political subdivision thereof.
For purpes of this provision the term "interest" includes original
issue discount. The House bill did not contain a comparable provision.

Interest is subject to tax arid is not entitled to the exemption if it is
effectively conected with the conduct of a trade or business within
the United States. Also, interest is not exempt if the payor U.S. cor-
poration or a U.S. person is owned directly by foreign persons. In the
case of payments from domestic corporations, direct ownership exists
if foreign persons own or are considered as owning more than 50 per-
cent of the total combined voting power of all classes of stock entitled
to vote of the corporation paying the interest and if the recipient of
the interest owns or is considered as owning 10 percent or more of the
total combined voting power of all classes of stock entitled to vote of
that corporation. In the case of interest paid by a domestic partnership,
direct ownership by foreign persons exists if such persons own or are
considered as owning more than 50 percent of the capital or profits
interest of the partnership and the recipient of the interest owns or
is considered as owning 10 percent or more of the capital or profits
interest of the partnership.

In applying the 10- and 50-percent ownership tests, the committee's
amendment provides specific attribution rules for determining what
constitutes direct and indirect ownership. Stock owned directly or
indirectly by or for a corporation, partnership, trust or estate is con-
sidered as being owned directly by the shareholders, partners or bene-
ficiaries. If 50 percent or more in value of the stock in a corporation
is owned directly or indirectly by or for any person the corporation
is considered as owning the stock owned directly or indirectly by or
for that person. However, stock considered under these rules as being
owned by a partnership. estate, trust or corporation is not considered
a being actually owned by a partner, beneficiary or shareholder of



such entity. Stock owned directly or indirectly by or for a partner or a
beneficiary of an estate or a trust is considered as being owned by the
partnership, estate or trust. Stock owned directly or indirectly, by or
for a person who is considered the owner of any portion of a trust
(under subpart E of part 1 of subchapter J (relating to grantor
trusts)) is considered as being owned by the trust.

Although the committee's amendment provides an exemption for
payments of interest to foreign persons, the committee does not
intend to waive the information reporting provisions on these exempt
amounts. Accordingly, the committee's amendment authorizes the Sec-
retary of the Treasury to prescribe regulations for the reporting of
interest which is made exempt from tax by the bill. Your committee
expects that regulations will be prescribed under these provisions so
that the Secretary can report back to the committee the foreign persons
(and their country of residence) who are receiving the benefits of this
exemption.

To prevent U.S. persons from indirectly taking advantage of this
exemption, the bill provides that a foreign corporation which is a
controlled foreign corporation (within the meaning of sec. 957) is not
to be entitled to the exemption from gross income for interest.

Estate tax.-In the case of nonresident alien individuals, the amend-
ment also deals with the estate tax problem, formerly dealt with by the
IET. That tax, before repeal, eliminated any potential U.S. estate
tax liability in the case of obligations the income from which, if re-
ceived by the decedent at the time of his death, would be exempt
from tax.

As a result, the bill provides an exclusion from the estate tax for
debt obligations if any interest received by a decedent at the time of
-his death would be eligible for the exclusion provided for by your
committee.

Exemption made inapplicabMe.-The bill provides that if the Secre-
tary of the Treasury determines that the United States is not receiving
sufficient information from a foreign country to identify the true bene-
ficial recipients of the interest payments and if the Secretary believes
such information is necessary in order to insure that the benefits of
this provision are only obtained by foreign persons who are entitled
to the exemption, the exemption will no longer apply to payments
addressed to or for the account of persons within that country for
future issuances of debt obligations. The termination is to continue
until the Secretary determines that the exchange of information be-
tween the United States and that country is sufficient to identify the
beneficial recipients of the interest. Any termination of the exemption
for interest will also automatically terminate the exemption from the
estate tax on the debt obligations.

Bank interet.-The committee's amendment also continues the
exemption in present law for interest on deposits with persons carry-
ing on the banking business without any termination date. The Present
exemption for interest on deposits expires for interest paid after
December 31, 1976. The bill makes the exemption for interest on de-
posits permanent by eliminating the language of present law which
would terminate the provision for interest paid after December 31,
1976. The House bill also made permanent the provision with respect
to bank interest.



Effective dates
The amendments providing for the income tax exemption apply to

interest paid after the date of enactment. The amendments' providing
for an estate tax exclusion for debt obligations apply to estates of dece-
dents dying after the date of enactment.

Revenue effect
It is estimated that these provisions will result in a decrease in tax

liability of $8 million for calendar year 1976, and $130 million for
calendar year 1977. In 1977, $20 million is attributable to the exemp-
tion for nonbank account interest, and $110 million is attributable to
thsnxemption for bank account interest.

This rovision will reduce budget receipts by $73 million in fiscal
year 19f7, $137 million in fiscal year 1978, and $183 million in fiscal
year 1981.
7. Changes in Ruling Requirements Under Section 367 and

Changes in Amounts Treated as Dividends (sec. 1042 of the
bill and secs. 367, 1248, and 7477 of the Code)

Present law
Present law provides that certain types of exchanges relating to

the organization, reorganization, and liquidation of a corporation can
be made without recognition of gain to the corporation involved or
to its shareholders. However, when a foreign corporation is in-
volved in .certain of these types of exchanges, tax-free treatment is
not available unless prior to the transaction the Internal Revenue
Service has made a determination that the exchange does not have as
one of its principal purposes the avoidance of federal income taxes.
Under present practice this determination is made by issuing a sepa-
rate ruling for each transaction. The required determination must be
obtained before the transaction in all cases unless the transaction in-
volves only a change in the form of organization of a second (or lower)
tier fo i subsidiary with no change in ownership.

= The advance ruling requirement of section 367 applies to exchanges
involving contributions of property to controlled corporations (sec.
351), all tax-free corporate reorganizations (sees. 354, 355, 356 and
861), and liquidation of subsidiary corporations (sec. 332). In de-
termining the extent to which gain (but not loss) is recognized in
these exchanges, a foreign corporation is not considered a corporation
unless it is established to the satisfaction of the Internal Revenue
Service that the exchange "is not in pursuance of a plan having'as
ne of its principal purposes the avoidance of federal income taxes.

Since corporate status is essential to qualify for the tax-free organiza-
tion, reorganization and liquidation provisions, failure to satisfy the
Commissioner under section 367 can result in the recognition of gain
to the participant corporations and shareholders. Furthermore, there
is no effective way a taxpayer can appeal an adverse decision by the
Commissioner to the courts because the statute requires the Commis-
sioner's, not the court's, satisfaction.

16 1968, the Internal Revenue Service issued guidelines 3' as to
when favorable rulings "ordinarily" would be issued. As a condition

afev. Phoe. 6-2. 1968--1 Ca Bul. 821.
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to obtaining a favorable ruling with respect to certain transactions,
the section 367 guidelines require the taxpayer to agree to include
certain items in income (the amount to be included is called the
section 367 toll charge). For example, if a domestic corporation
transfers property to a foreign subsidiary (a transaction otherwise
accorded tax-free treatment under section 351), the transaction will
be given a favorable ruling only if the domestic corporation agrees
to include in its gross income for its taxable year in which the trans-
fer occurs an appropriate amount to reflect realization of income or
gain with respect to certain types of assets (e.g., inventory, accounts
receivable, and certain stock or securities) transferred to the foreign
corporation as part of the transfer. If the transaction involves the
liquidation of a foreign corporation into a domestic parent, a favor-
able ruling will be issued if the domestic parent agrees to include in
its income as a dividend for the taxable year in which the liquidation
occurs the portion of the accumulated earnings and profits of the
foreign corporation which are properly attributable to the domestic
corporation's stock interest in the foreign corporation. These two cases
illustrate that the statutory standard for determining that a trans-
action does not have as one of its principal purposes tax avoidance
has evolved through administrative interpretation into a requirement
generally that tax-free treatment be permitted only if the U.S. tax on
accumulated earnings and profits (in the case of transfers into the
United States by a foreign corporation) or if the U.S. tax on the poten-
tial earnings from liquid or passive investment assets (in the case of
transfers of property outside the United States) is paid or is preserved
for future payment.

In addition to section 367, section 1248 provides for the imposition
of a full U.S. tax on accumulated profits earned abroad when they are
repatriated to the United States in cases where gain is recognized on
the sale or exchange (or liquidation) of stock of a controlled foreign
corporation held by a U.S. person owning 10 percent or more of the
voting stock. In these cases, the gain is included in the gross income of
the U.S. person as a dividend to the extent of the earnings and profits
of the foreign corporation attributable to the period the stock was held
by the U.S. person while the foreign corporation was a controlled for-
eign. corporation. This provision applies to post-1962 accumulated
earnings.

Reasons for change
Several problems have developed insofar as section 367 and the re-

lated provisions of section 1248 aie concerned. First, the advance ruling
requirement often results in an undue delay for taxpayers attempting
to consummate perfectly proper business transactions. Second, a num-
ber of cases have arisen where a foreign corporation was involved in
an exchange within the scope of the section 367 guidelines without the
knowledge of its U.S. shareholders, and thus no request for prior
approval was made. In a case of this type, an otherwise tax-free trans-
action becomes a taxable transaction, and if a second or lower tier
foreign subsidiary is involved the U.S. shareholders of the controlled
foreign corporation may be taxed under the subpart F rules. This can
occur under the Service's section 367 guidelines despite the fact that a



favorable ruling would clearly have been issued by the Internal Reve-
nue Service had it been request prior to the transaction.

The third area of difficulty in the present administration of section
367 concerns situations where the IRS requires a U.S. shareholder
to include certain amounts in income as a toll charge even though
there is no present tax avoidance -purpose but, rather, only the exist-
ence of a potential for future tax avoidance. This occurs under the
section 367 guidelines because of limitations in the carryover of
attribution rules (sec. 381). The Internal Revenue Service in some
cases'only has the option either of collecting an immediate tax or of
collecting no tax at all since the IRS has in those cases no authority
to defer payment of the tax until the time that the avoidance actually
arises, except by entering into closing agreement with the taxpayer.

The fourth problem concerns the fact that since the law requires the
satisfaction of the Commissioner, a taxpayer is unable to go through
with a transaction and litigate in the courts the question of whether
tax avoidance is one of the purposes of the transactions. While your
committee generally approves the standard applied by the IRS there
may be cases where these standards are inappropriate or are not being
Rorrectly applied. Your committee believes it is fair to permit tax-
payers to litigate these questions in the courts.

The committee further believes that the interpretation of the rules
governing exchanges described in section 367 should not be done in in-
dividual rulings but should be provided by clear and certain regula-
tions. While it is recognized that the present rules are necessarily
highly technical and largely procedural and while it is essential to pro-
tect against tax avoidance in transfers to foreign corporations and upon
the repatriation of previously untaxed foreign earnings, unnecessary
barriers to justifiable and legitimate business transactions should be
avoided. Your committee believes that U.S. taxpayers participating
in certain types of transactions involving foreign corporations should
be able to determine the tax effects of the transaction from the statute

and accompanying regulations rather than being required to apply to
the Internal Revenue Service for a determination in advance of the
transaction. Only in those types of transactions where the amount of
tar, if any, which must be paid to protect against tax avoidance can
only be determined by judging the specific facts of the case should
the taxpayer be required toobtain a determination from the Internal
Revenue Service. Moreover, in cases where such a ruling is to be
required, taxpayers should be permitted to obtain the ruling within
some limited time after the transaction has been begun.

A problem also exists with the provision which seeks to impose a tax
at ordinary income rates to the extent of post-1962 accumulated earn-
ings and profits upon certain otherwise taxable sales or exchanges of
stock in a controlled foreign corporation (see. 1248). In some situa-
tions other than those covered by section 367, a domestic corporation
is entitled to nonrecognition of any gain if it sells, exchanges, or dis-
tributes its property. When transactions coming within the scope of
these nonrecognition provisions involve the sale or distrbution of stock
in a controlled foreign corporation, section 1248 does not apply since
that provision applies only when gain is recognized. Thus, any ordi-
nary income tax on the repatriation of accumulated earnings and
profits of the controlled foreign 'corporation is lost. For example, a



U.S. parent corporation is able to avoid ordinary income tax on for-
eign earnings if it sells the stock in a controlled foreign subsidiary as
part of a plan of complete liquidation (pursuant to sec. 337). The U.S.
corporation is entitled to nonrecognition of gain (or loss) on the sale
or exchange of the stock and is not required to recognize any gain
when it distributes its property (including the sales proceeds) to its
shareholders in complete liquidation. The shareholders pay a capitalgains tax on the difference between the value of the property received

m liquidation and their basis in the stack of the liquidating corpora-
tion. But no ordinary income tax is paid on the foreign earnings.

A similar problem is involved, for example, if a U.S corporation
distributes stock in a controlled foreign corporation as a dividend. The
distributing corporation may not recognize gain on the distribution
and the distributed shareholders (if they are individuals) acquire a
fair market value basis in the distributed stock and are not treated as
holding the stock for the period it was held by the corporation (sec.
1223). Thus, although the shareholders are taxed on the dividend out
of the domestic corporation's earnings, there is no corporate tax on the
earnings of the foreign corporation. • i

The committee believes that the availability of non-recognition'
treatment for distributions or exchanges of stock of controlled foreign
corporations in situations not presently covered under section 367 or
1248 detracts substantially from the principle of taxing accumulated
earnings and profits of foreign corporations upon repatriation. In your
committee's view, nonrecognition should not be available to the selling
or distributing corporation but, rather, such corporation should be
required to include in income, as a dividend, its share of post-1962
foreign earnings and profits.

Eoplenation of provisions
The committee's amendment approaches the problems outlined above

first by amending section 367 to establish separate rules for two dif-
ferent groups of transactions: (i) transfers of property from the
United States, and (ii) other transfers (this latter group including
transfers into the United States and those which are exclusively for-
eign). Transactions in the first group generally include those trans-
actions where the statutory aim is to prevent the removal of appreci-
ated assets or inventory from U.S. tax jurisdiction prior to their sale,
while transfers in the second group primarily include those where
the statutory purpose in most cases is to preserve the taxation of ac-
cumulated profits of controlled foreign corporations. The committee
amendment is substantially similar to the House bill.

Trasfers from the United States.-With respect to the first group
(sec. 367(a)), it is provided that if in connection with an exchange
described in sections 332, 351, 354, 355, 356, or 361, there is a trans-
fer of property (other than stock or securities of a foreign corpora-
tion which is a party to the exchange) by a U.S. person to a foreign
corporation, the foreign corporation will not be considered a corpora-
tion (for purposes of determining gain) unless, pursuant to a request
filed not later than the close of the 183rd day after the beginning of
the exchange, the taxpayer establishes to the satisfaction of the Inter-
nal Revenue Service that the exchanwze did not have as one of its,
principal purposes the avoidance, of Federal income taxes. An ex-
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change will not be considered to begin with a board of directors or
similar decision, but with the transfer of assets. The term "party to
the exchange" as used in this provision includes a party to the re-
organization (as defined in see. 368(b) ) and the transferor and trans-
feree in an exchange other than a reorganization. Types of "out-
bound" transfers falling within this category include exchanges in-
volving transfers of property to a foreign corporation, the liquidation
of a U.S. subsidiary into a foreign parent, the acquisition of a U.S.
corporation's assets by a foreign corporation in a qualified reorganiza-
tion and the acquisition of stock in a U.S. corporation by a foreign
corporation in a type "B" reorgnization.32 Exchanges where the only
transfer of property out of the United States is stock of a foreign
corporation which is a party to the exchange are treated as transfers
into the United States, since the principal concern in that case is the
avoidance of taxation on the accumulated earnings -of the foreign
corporation. The rules for outbound transactions apply only to trans-
fers of property by U.S. persons; they do not apply to transfers
which are between two foreign corporations or between a foreign cor-
poration and a foreign individual.

The amendment thus provides that for transfers of property out of
the United States the requirement of an advance ruling is replaced by
a requirement that the taxpayer file a request for clearance with the
Internal Revenue Service within 183 days after the beginning of the
exchange. Even this post-transaction clearance from the Internal Rev-
enue Service may not be required in certain clearcut situations involv-
ing outbound transfers where significant tax avoidance possibilities do
not exist or where the amount of any section 367 toll charge can be
ascertained without a ruling request. The bill provides that the Secre-
tary is to designate by regulations those transactions which for these
reasons do not require the filing of a ruling request. For transactions
designated by the regulations, taxpayers may go ahead with the trans-
action without a ruling but are subject to any section 367 toll charge
prescribed by the regulations. For example, if a section 351 transfer to
a foreign corporation involves only the transfer of cash and inventory
property. the Secretary may by regulations designate the transaction
as one which does not require the filing of a request, although the
regulations would require the inventory to be taken into income.

The committee amendment contains a provision not found in the
House bill which deals with the case where a taxpayer obtains a favor-
able ruling that there is no tax avoidance in an exchange. If, after the
beginning of the exchange, there are transfers or exchanges which are
treated by the Secretary as part of the exchange with respect to which
the ruling was obtained although not described in the ruling, the tax-
payer may file a new request for a ruling not later than the 183rd day
after the beginning of the subsequent transfer or exchange. This ruling
request may cover the question as to whether the entire exchange is
not in pursuance of a plan having as one of its principal purposes the
avoidance of Federal income taxes. This amendment allows a taxpayer
a new 183-day period in which to file a ruling request with respect to
a transfer which the Internal Revenue Service sees as a step in, or

A Alo included as "outbound" transfers are transfers of assets from one domestic
cornoraton to another In a "C" reorganization where the acquiring corporation is con-
troled by foreigners who were not in control of the acquired corporation before the
reorganization.



part of, an earlier transfer for which a ruling has been obtained but
which does not cover the latter transfer.

Tax Court review.-In the case of an actual controversy involving

a determination or a failure to make a determination by the Secretary
as to whether a plan has as one of its principal purposes the avoidance
of Federal income taxes, the committee's amendment provides that a
taxpayer may litigate the determination in the Tax Court. The com-
mitee's amendment follows the declaratory judgment procedures
which were added to the tax law in the recently enacted pension
reform act. In addition, the Tax Court is to review any terms and
conditions which the Secretary seeks to impose upon a taxpayer in
making the determination that the exchange is not in pursuanmc of g
plan having as one of its principal purposes the avoidance of income
taxes.

The Tax Court is to review whether the Secretary's determination
as to tax avoidance is reasonable and whether the conditions imposed
in making the determinations are reasonable conditions in order to
prevent the avoidance of income tax. If the Tax Court finds that thb
Secretary's terms and conditions are not reasonable, then the Taj
Court is to make a declaration as to the terms and conditions which
it finds to be reasonable in order to prevent the avoidance of income
taxes.

A request for a declaratory judgment under these proceedings can
only be filed by a petitioner who is a transferor or transferee of stock,
securities or property in an exchange where money or other property
is being transferred from the United States (sec. 367(a) (1)). In
addition, no proceeding may be begun unless the exchange with respect
to which the declaration is being sought has begun. It is not neess y
for this purpose that the full exchange has been completed. In addi-
tion, this requirement will be satisfied although the taxpayer has
transferred assets conditioned upon a stipulation that, if there. is a
failure to obtain from the Interniial Revenue Service a determiuption
that the transaction does not have as one of its principal purpes the
avoidance of Federal income taxes, the transaction will not be. com-
pletely consummated and, to the extent possible, the assets transferred
are to be returned.

Any such declaration is to have the force and effect of a final judg-
ment or decree and is to be reviewable as such. The court is to base
its determination upon the reasons provided by the Internal Revea%
Service in its notice to the party making the request for a dtermi
tion, or upon any new matter which the Service may wish to intr.r
duce at the time of the trial. The Tax Court judgment, however, is
to be based upon a redetermination of the Internal Revenue Service's
determination. The burden of proof rules are to be developed by the
Tax Court under its rule-making powers. Under the existing' Tax
Court rules the taxpayer has the burden of proof as to matters in the
notice of deficiencv. As to matters raised by the Service at the time
of the Tax Court hearing, the Service has the burden. It is expected
that rules similar to these will beadopted by the Tax Court.

The judgment of the Tax Court in a decliratorv judgment proceed,
ing is to be binding upon the parties to the case based upon the facts
as presented to the court in the case for the year or yetrs involved.
This, of course, does not foreclose action (within the limits of the lgs



doctrines of estoppel and stare decisis) if an examination of the facts
of the exchange indicates that they differ from those stated in the
ruling. It is anticipated that the normal rules of the Federal courts
as they relate to declaratory Judgment procedure will apply.

For a petitioner to receive a declaratory judgment from the Tax
Court under this provision, he must demonstrate to the court that he
has exhausted all administrative remedies which axe available to him
within the Internal Revenue Service. Thus, he must demonstrate that
he has made a request to the Internal Revenue Service for a deter-
mination and that the Internal Revenue Service has either failed to
act, or has acted adversely to him, and that he has appealed any
adverse determination. To exhaust his administrative remedies a party
must satisfy all procedural requirements of the Service. For example,
the Service may decline to make a determination if a petitioner fails
to supply the Service with the necessary information on which to make
a determination.

A petitioner is not to be deemed to have exhausted his administraf
tive remedies in cases where there is a failure by the Internal Revenue
Service to make a determination before the expiration of 270 days
after the request for such a determination is made. Once this 270-
day period has elapsed, a petitioner who has exhausted his remedies
may bring an action (within 91 days) even though there has been no
notice of determination from the Internal Revenue Service.

No petition to the Tax Court may be filed after 90 days from the
date on which the Internal Revenue Service sends by certified or reg-
istered notice to a person of his determination (including refusals to
make determinations) as to whether there is a tax avoidance purpose
in an exchange. Such notice is to be treated by the taxpayer as ex-
haustion of administrative remedies. This 90-day period does not
begin to run until the Secretary sends the taxpayer the required
notice.

Tax Court CoMmissiotners.-In order to provide the court with
flexibility in carrying out this provision, the bill authorizes the Chief
Judge of the Tax Court to assign the Commissioners of the Tax Court
to hear and make determinations with respect to petitions for a declar-
atory judgment, subject to such conditions and review as the Court
may provide. The committee wishes to make clear that it is not in-
tended that this be construed as indicating that all of these proceedings
should be heard by commissioners and decisions entered by them
rather than by the judges of the court. Instead, it is intended to pro-
vide more flexibility to the Tax Court in the use of commissioners in
these types of cases. It is anticipated, for example, that if the volume
of these cases should be large, the Tax Court will expedite the
resolution of these cases by authorizing commissioners to hear and
enter decisions in cases where similar issues have already been heard
and decided bv the judges of the court or in other cases where, in the
discretion of the court, it is appropriate for the commissioners to hear
and decide cases.

These procedures Ppnlv with resnect to nroeeedings filed with the
Tax Court. after th- date of t- esnctment nf this bill only with respect
to exchanges berinnin neftPr October 9.1975.

Other transters.-The nmnittee's amendment est-blishes separate
treatment under section 367(b) for a second group of transfers which
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consists of exchanges described in sections 332, 351, 354, 355, 356, and
361, that are not treated as transfers out of the United States (under
section 367(a)) under the rules described above. With respect to these
other transactions, a ruling is not required. Instead, a foreign corpora-
tion will not be treated as a corporation to the extent that the Secre-
tary of the Treasury provides in regulations that are necessary or
appropriate to prevent the avoidance of Federal income taxes. These
regulations are to be subject to normal court. review as to whether the
regulations are necessary or appropriate for the prevention of avoid-
ance of Federal income taxes. Thus, a taxpayer may challenge a pro-
posed deficiency with respect to an exchange dealt with in the regu-
lations by arguing in the courts that the regulations, as applied in the
taxpayer's case, are not necessary or appropriate to prevent the avoid-
ance of Federal incomes taxes. If the court should agree with the
taxpayer, it is to apply the balance of the regulations to the extent
appropriate.

Transfers covered in these regulations are to include transfers con-
stituting a repatriation of foreign earnings. Also included are trans-
fers that involve solely foreign corporations and shareholders (and
involve a U.S. tax liability of U.S. shareholders only to the extent
of determining the amount of any deemed distribution under the sub-
part F rules). It is anticipated that in this latter group of exchanges,
the regulations will not provide for any immediate U.S. tax liability
due but will maintain the potential tax liability of the U.S. share-
holder.

It is the committee's intention that the regulations promulgated ,
with respect to this group of transactions will enable taxpayers to-
determine the extent (if any) to which there will be any immediate
U.S. tax liability resulting from any transaction. The bill provides
(sec. 367(b) (2)) that the regulations promulgated with respect to
this group will include (but shall not be limited to) regulations deal-
ing with the sale or exchange of stock or securities in a foreign corpo-
ration by a U.S. person, including regulations providing the circum-
stances under which (i) gain is recognized currently and included in
income, as a dividend, or both, or (ii) gain or other amounts may be
deferred for inclusion in the gross income of a shareholder (or his
successor in interest) at a later date. The regulations may also provide
the extent to which adjustments are to be made to the earnings and
profits of any corporation, the basis of any stock or securities, and the
basis of any assets.

Examples of transfers into the United States which are to be treated
within this group (see. 367(b) (1)) include: (i) the liquidation of
a foreign corporation into a domestic parent; (ii) the acquisition of
assets of a foreign corporation by a domestic corporation in a type "C"
or "D" reorganization; and (iii) the acquisition of stock in a foreign
corporation by a domestic corporation in a type "B" reorganization.
With respect to transfers which exclusively involve foreign parties
(i.e., where no U.S. persons are parties to the exchange), example of
situations coming within section 367(b) (1) include: (i) the acquisi-
tion of stock of a controlled foreign corporation by another foreign
corporation; (ii) the acquisition of stock of a controlled foreign corpo-
ration by another foreign corporation which is controlled by the same



U.S. shareholders as the acquired corporation; (iii) the acquisition
of the assets of a controlled foreign corporation by another foreign
corporation; (iv) the mere recapitalization of a foreign corporation
(type "E" reorganization) : and (v) a transfer of property by one
controlled foreign corporation to its foreign subsidiary. For these ex-
clusively foreign transactions, it is anticipated that regulations will
provide for no immediate U.S tax liability.

The Secretary's authority to prescribe regulations relating to the
sale or exchange of stock in a foreign corporation includes authority
to establish rules pursuant to which an exchange of stock in a second
tier foreign corporation for other stock in a similar foreign corpora-
tion will result in a deferral of the toll charge which otherwise would
be imposed based on accumulated earnings and profits. This deferral
could be accomplished by designating the stock received as stock with
a deferred tax potential in a manner similar to section 1248 without
reference to the December 31, 1962, date; the amount includable as
foreign source dividend income upon the subsequent disposition of the
stock in question results in dividend income only to the extent of the
gain realized on the subsequent sale or exchange. In addition, if a
second tier foreign subsidary is liquidated into a first tier foreign
subsidiary, the regulations may provide that the tax which would
otherwise be dne in the absence of a rulings is deferred until the
disposition of the stock in the first tier foreign subsidiary.

Transfers treated as exchanges.-As under present law a distribu-
tion of stock or securities (under section 355) is treated as an exchange
whether or not it is an exchange. Also, a transfer of property to a
foreign corporation in the form of a contribution of capital by one or
more persons having (after application of the ownership attribution
rules of section 318) at least 80 percent of the total combined voting
power of all classes of stock entitled to vote is treated as an exchange
of the property contributed to the corporation in return for the equiv-
alent value of stock of the corporation.

Transitioral rule.-The amendments made to section 367 generally
apply to exchanges. within the meaning of section 367, beginning after
October 9, 1975. However, in order to permit the Internal Revenue
Service sufficient time to develop the regulations required for transfers
into the United States and between foreign corporations, the bill
establishes a transition rule reouiring that these regulations need not
be effective until January 1. 1978. In the intervening period transac-
tions which would otherwise be covered by those regulations are
covered by the rules applicable generally to transfers out of the United
States, namely a ruling is required. Moreover, in the case of any ex-
change (as described in section 367 as in effect on December 31. 1974),
in any taxable year beginning after 1962 and before 1976, which does
not involve the transfer of property to or from a U.S. person, a tax-
paver has for purposes of section 367 until 183 days after the date
of the enactment of this Act to make a request to the Secretary for
a finding that such exchange was not in pursuance of a plan having
as one of its principal purposes the avoidance of Federal income taxes
so that for purposes of that section a foreign corporation is to be
treated as a foreign corporation.

nSee ev. Rut. 64-157, 1964-1 (Part 1) Cum. Bull. 1359.



The committee amendment adds a special rule (not included in the
House bill) in the case of certain past liquidations of a foreign sub-
sidiary which entitle the taxpayer to apply the new provisions of the
law and obtain a refund or a credit of any overpayment by reason of
the application of the new provisions notwithstanding the fact that
the refund or overpayment would otherwise be prevented by a court
case or the statute of limitations. If a refund or a credit is allowed,
however, no interest is to be paid on the refund or credit for any
period prior to the date of enactment.

The situation provided for in the amendment covers the case where
a foreign subsidiary is liquidated by its U.S. parent and in an earlier
year stock of a lower-tier foreign subsidiary was distributed to the
parent as a dividend. Since the stock of the lower-tier subsidiary is
stock described in section 1248, the accumulated earnings with respect
to that stock are still subject to dividend treatment upon the sale or
exchange of the stock at a gain. This, in effect, could result in double
taxation of those earnings. Thus, the committee's amendment requires
that the Secretary of the Treasury in promulgating his regulations
under section 367(b) write the rules dealing with the computation
of earnings and profits and basis of stock in such a manner so that
double taxation is avoided.

Sales or exchanges giving rise to divideds-In addition to the
above changes in section 367. your committee's amendment amends the(
provision which requires that recognized gain on the sale or exchange
of stock in a foreign corporation be taxed as a dividend to the extent
of earnings and profits of the foreign corporation. The bill applies
this provision to situations where gain is not recognized under the
provsions of sections 311, 336, and 337. The bill provides (in a new
sec. 1248(f)) that if a domestic corporation which meets the stock
ownership requirements (of see. 1248(a) (2) ) with respect to a for-
eign corporation distributes, sells, or exchanges the stock of the for-
eign corporation in a transaction to which section 311, 336, or 337
applies, then, notwithstanding any other provision, the domestic cor-
poration is to include in gross income as a dividend an amoimt equal
to the excess of the fair market value of the stock of the foreign cor-
poration over its basis to the extent of the earnings and profits of the
foreign corporation which were accumulated after 1962 and during the
period the stock was held by the domestic corporation while the for-
eign corporation was a controlled foreign corporation. For this pur-
pose earnings and profits excluded from the dividend treatment (of,
sec. 1248(a)) are taken into account. Thus, earnings and profits of a
less developed country corporation (to the extent provided in see.
1248(d) (3)) are not tken into account.

If, however, the domestic corporation distributes the stock of a for-
eign corporation to a shareholder which is a domestic corporation the.
rule stated above does generally not apply since the basis of the prop-
erty received is the lesser of fair market value or adjusted basis to the'
distributing corporation. In this type of situation, the corporate dis-
tribute does not receive a stepped up basis as a result of the distribu-
tion and, since the potential for the future application of section 1248
still exists, it is not necessary to override the nonrecognition provi-
sions which otherwise apply to a corporate distribution. Consequently,
the amendment provides that the distributing corporation need not in-
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elude any amounts in income if the distribution is to a domestic cor-
poration (i) which is treated as holding the stock for the period the
stock was held by the distributing corporation (sec. 1223); and (ii)
which, immediately after the distribution, satisfies the stock ownership
requirements of section 1248(a) (2) with respect to the foreign cor-
poration.

Finally the rules for taxing the sale of a partnership interest (under
sec. 751) are modified so that to the extent any gain from the sale is
attributable to stock in a controlled foreign corporation, that gain is
to be treated as ordinary income (in the same manner as gain attribut-
able to section 1245 property and section 1250 property is taxed as
ordinary income).

These provisions are substantially similar to those in the House bill.
Effective date

The amendments to section 367 and to section 1248 and related pro-
visions apply to sales, exchanges, and distributions taking place after
October 9, 1975.

Revenue effect.
It is not expected that these provisions will have any significant

impact on the revenues.

8. Contiguous Country Branches of Domestic Insurance Com-
panies (see. 1043 of the bill and sec. 819A of the Code)
Present law

Under present law, a domestic mutual life insurance company is
subject to tax on its worldwide taxable income. If the company pays
foreign income taxes on its income from foreign sources it is allowed
a foreign tax credit against its otherwise payable U.S. tax on foreign
source income.

Reasons for change
Since the beginning of this century, U.S. mutual life insurance

companies have been engaged in the life insurance business in Canada.
At the present time, the tax imposed by the United States on the op-
erations of Canadian branches of U.S. mutual life insurance compa-
nies generally exceeds the tax imposed by the Dominion of Canada and
its provinces.

The income of the companies from their Canadian operations is
derived generally by the issuance of policies insuring Canadian risks
and the investment income from the policyholder reserves on the
Canadian risks and any surplus. Quite often the investments of the
Canadian branch is in Canadian securities. A separate branch account
is maintained by the life insurance companies under which the various
income, expense, asset, reserve and other items that relate to Canadian
policyholders are segregated on the books of the company. The sepa-
rate branch accounting system is used for purposes of establishing
premiums and policyholder dividend rates based upon the separate
mortality and earnings experience of the Canadian branch.

The income earned by the Canadian branch inures solely to the
benefit of these Canadien policyholders and is reflected either by divi-
dends paid to them or increases in the size of the reserves and surplus
with respect to Canadian policyholders. Thus, the additional cost to



the company resulting because U.S. tax liability exceeds Canadian
income tax liability on the Canadian branch profits falls primarily
upon the Canadian policyholders, since it reduces the ,reserves and
surplus available to the Canadian policyholders. This additional cost
makes it more difficult to issue mutual life insurance policies in
Canada.

Further, the sale of pension contracts in Canada has been almost
precluded by uncertainty as to whether reserves for Canadian pension
contracts qualify for the exclusion from gross income which reserves
for qualified plans in the United States may obtain.

In contrast, Canada, which generally also taxes Canadian com-
panies on their worldwide taxable income, does not tax Canadian life
insurance companies on their foreign source income except when-the
profits are repatriated.

As a general, rule, profits of a U.S. company although earned from
sources outside the United States should be subject to U.S. tax when
earned since those profits are available for distribution to the share-
holders of the company or are available to the company to be used
within or without the United States for new investments. However,
the profits derived by a Canadian branch of a U.S. mutual life insur-
ance company are not generally available for use other than as re-
serves and surplus for the Canadian policyholders and may not be
used to provide insurance for the U.S. policyholders. This unique fea-
ture of mutuality, in which the earnings are restricted to benefit the
Canadian policyholders, distinguish the branch operations of a mutual
life insurance company from the 'branch operations of other busi-
nesses. For this reason the committee believes it is appropriate to
view the Canadian operation as a separate entity in effect owned by
the Canadian policyholders. Accordingly, the committee concluded
that it was desirable to provide that the profits of the Canadian branch
of a U.S. mutual life insurance company are not to be subject to U.S.
taxation except in the rare situation where profits are somehow re-
patriated to the United States for the benefit of the non-Canadian
operations or are derived from sources within the United States.

Explanation of provision
Mutual companies.-As a result, the committee's amendment estab-

lishes a special system for branches of U.S. mutual life insurance
companies which are operated in a contiguous country (i., Canada
or Mexico). To be eligible for this special treatment a mutual life
insurance company must make an election with respect to a contiguous
country life insurance branch.

If a proper election is made there is excluded from each item in-
volved in the determination of life insurance company taxable income
the items separately accounted for in a separate contiguous country
branch account which the mutual life insurance company is required
to establish and maintain under the bill The branch account must
include the various items of income, exclusion, deduction, asset re-
serve, liability, and surplus properly attributable to life insurance
contracts issued by the contiguous country branch. The separate ac-
counting is to be made in accordance with the method regularly em-
ployed by the company, if the method clearly reflects income derived
from, and other items attributable to, the life insurance contracts



issued by the contiguous country branch, and in all other cases in
accordance with regulations issued by the Secretary. It is expected
that the regulations will provide that a system properly reflects income
if it provides for an allocation or designation of assets to the con-
tiguous country branch at the time that they are acquired. This require-
ment is satisfied if the allocation or designation is made on a periodic
basis (either monthly or weekly). Once an asset is designated or
allocated as a branch asset it must retain that character so long as it
is held. All income, expense, gain or loss connected with a branch
asset must be accounted for in the branch account. Also, new assets
acquired by the company must be credited to the branch account to
the extent attributable to reserves and surplus in the branch account.

For purposes of this provision, a branch is a contiguous country
life insurance branch if it satisfies three conditions. First, it must issue
insurance contracts insuring risks in connection with the lives or health
of residents of a country which is contiguous to the United States (i.e.,
Canada or Mexico). For this purpose an insurance contract means any
life, health, accident, or annuity contract or reinsurance contract with
respect to these contracts or any other type of contract relating to
these contracts. Second, the branch must have its principal place of
business in the contiguous country for which it insures risks. Third,
the branch, if it were a separate domestic corporation, must be able to
qualify as a separate mutual life insurance company.

The committee's amendment provides that an election to establish a
separate contiguous country branch is to be treated as a taxable dis-
position for purposes of recognizing any gain by the domestic com-
pany. If the aggregate fair market value of all the invested assets and
tangible property which is separately accounted for by the company
in the branch account exceeds the aggregate adjusted basis of those
assets (for purposes of determining gain) then the company is to be
treated as having sold those assets on the first day of the first taxable
year for which the election is in effect at the fair market value on that
day. The net gain on the deemed sale of these assets is to be recognized
notwithstanding any other provision of the Code. The assets taken into
account for this determination include all of the invested assets (such
as stock and securities) and all tangible property (such as, land, build-
ings, and equipment) which are separately accounted for in the branch
account. However, goodwill, since it is an intangible asset, is not taken
into account.

While the committee does not believe that any of the profits of the
contiguous country branch can be accumulated for the benefit of the
U.S. policyholders (since the branch is treated as operating as a mutual
life insurance company and insures risk for policyholders only in a
contiguous country and thus any profits would be accumulated for the
benefit of the contiguous country policyholders), the committee's
amendment nevertheless, in order to provide assurance on this point,
provides rules for the taxation of the contiguous country branch in-
come if it is ever repatriated. First, payments, transfers, reimburse-
ments, credits, or allowances which are made from a separate con-
tiguous country branch account to one or more accounts of the domes-
tic company as reimbursements for costs (e.g. home office services)
incurred for or with respect to the insurance (including reinsurance)
of risks accounted for in the separate branch account are to be taken



into account by the domestic company in the same manner as if the
payment, transfer, reimbursement credit, or allowance were received
from a separate person. For tbis purpose the rules in the Internal
Revenue Code (sec. 482) dealing with reimbursement of costs between
related parties are to apply and the domestic company is to establish
procdeures for billing the branch at cost. Reimbursements under this
provision are not treated as repatriation of income.

If amounts are directly or indirectly transferred or credited from a
contiguous country branch account to one or more other accounts of
the domestic company they are to be added to the life insurance com-
pany taxable income of the domestic company except to the extent the
transfers are reimbursements for home office services. The amount
which is to be added to life insurance company taxable income is not to
exceed the amount by which the aggregate decrease in life insurance
company taxable income for the taxable year and for all prior taxable
years resulting solely from the application of these exclusion provi-
sions with respect to the contiguous country branch exceeds the amount
of additions to life insurance company taxable income with respect to
that branch which were treated as a repatriation of income for all
prior taxable years.

The bill provides that no foreign tax credit (under sees. 901 or 902)
is to be allowed with respect to income excluded from life insurance
company taxable income by reason of it being accounted for in a
contiguous country life insurance branch. In addition, no deduction is
to be allowed for these amounts. If amounts are treated as repatriated
from a contiguous country life insurance branch it is to be treated
for purposes of the foreign tax credit provisions (sees. 78 and 902)
as if it was paid as a dividend from a foreign subsidiary. Thus,
the gross-up provisions of section 78 are to apply. For purposes
of taxation of any income from U.S. sources which is earned by the
contiguous country life insurance branch, the branch is treated as a
foreign corporation and is subject to tax under the provisions of sec-
tions 881, 882 and 1442. Thus, if it derives fixed or determinable annual
or periodic income from the United States it is subject to the with-
holding taxes which apply to foreign corporations. For this purpose
the branch is to be entitled to any treaty benefits which it would be
entitled to if it were a Canadian subsidiary of a U.S. corporation.

The election provided bythis provision may be made for any taxable
year beginning after December 31, 1975. Once an election is made it is
to remain in effect for all subsequent years except that it may be
revoked with the consent of the Secretary. An election, however, may
not be made later than the time prescribed by law for fling the return
for the taxable year (including extensons thereof) 'wth respect to
which the election is made. Elections and any revocations are to be
made in a manner prescribed by the Secretary or his delegate.

Transfers by flock companies.-The committee's amendment also
provides a special rule in the case of stock life insurance companies
operating in Canada or Mexico. While it is easier for a stock life insur-
ance company to operate through a subsidiary organized under for-
eign law than it is for a mutual company, problems *ould be encoun-
tered in transferring an existing business to a foreign subsidiary since
such a transfer would require the satisfaction of the Secretary that one,
of its purposes was not the avoidance of Federal incomes taxes. Sint*



the committee amendment contains special rules for deemed transfers
in the case of mutual life insurance companies, the committee felt it
was appropriate to provide similar rules in the case of actual transfers
by stock companies to a contiguous country subsidiary.

Under the committee's amendment a- domestic stock life insurance
company which has a contiguous country life insurance branch may
elect to transfer the assets of that branch to a foreign corporation or-
ganized under the laws of that contiguous country without the appli-
cation of section 367 or 1491. Thus, the excise tax under section 1491
is not to be imposed on the transfer, nor is the Commissioner's approval
of the transfer required under section 367.

The insurance contracts which may be transferred to the subsidiary
include only those of the types issued by a mutual life insurance com-
pany. For this purpose an insurance contract means a life, health, acci-
dent or annuity contract or reinsurance contract with respect to these
contracts and other types of contracts relating to such contracts. Con-
tracts are to be considered as similar to those issued by a mutual life
insurance company if they provide to the policyholder a reduction in
premiums similar to the mutual life insurance company's dividend,
or retrospective rate credit.

The committee's amendment provides for the taxation of the net
gain on the transfer. To the extent that the aggregate fair market
value of all the invested assets in tangible property which are sep-
arately accounted for in the contiguous country life insurance branch
exceeds the aggregate adjusted basis of all of these assets for purposes
of determining gain, the domestic life insurance company is to be
treated as having sold all of the assets on the first day of the first tax-
able year for which the election is in effect. The sale will be deemed to
have been at the fair market value on that first day and notwith-
standing any other provision of Chapter I (e.g., see. 351), the net gain
is to be recognized to the domestic life insurance company on the
deemed sale. If less than all of the invested assets and tangible prop-
erty of the contiguous country life insurance branch of the domestic
company are transferred, the domestic company will recognize only
that part of the net gain which is proportional to the total net gain as
the value of the transferred assets is to the value of all such assets.

This provision also provides that the stock of the subsidiary for
purposes of determining the income tax of the domestic stock life
insurance company is to be given the same treatment as is accorded the
assets of a contiguous country branch of a mutual company under the
mutual company provision. Similarly, any dividends paid by the sub-
sidiary to the domestic life insurance company will be added to its life
insurance company taxable income.

The House bill contains a comparable provision.

Effective date
The amendments made by this section apply to taxable years begin-

ning after December 31, 1975.
Revenue effect

It is estimated that the mutual and stock company provisions will
result in a decrease in budget receipts of $4 million in fiscal year 1977
and of $8 million thereafter.
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9. Transitional Rule for Bond, Etc, Losses of Foreign Banks
(sec. 1044 of the bill and sec. 582(c) of the Code)

Present law
The Tax Reform Act of 1969 (Public Law 91-172) eliminated the

preferential treatment accorded to certain financial institutions for
transactions involving corporate and government bonds and other
evidences of indebtedness. Previous to that these financial institutions
were allowed to treat net gains from these transactions as capital gains
and to deduct the losses as ordinary losses. The 1969 Act (sec. 433,
amending sec. 582 of the Code) provided parallel treatment to gains
and losses pertaining to these transactions by treating net gains as
ordinary income and by continuing the treatment of net losses as ordi-
nary losses. The ordinary income and loss treatment provided under the
1969 Act was also applied to corporations which would be considered
banks except for the fact that they are foreign corporations. Previous
to the 1969 Act, these corporations had treated the above-described
transactions as resulting in either capital gains or capital losses.

Reasons for change
Some of the corporations which would be considered banks except

for the fact that they are foreign corporations had capital loss carry-
overs predating the 1969 Act. However, any post-1969 gains realized
by these corporations resulting from the sale or exchange of a bond,
debenture, note, or other evidence of indebtedness is accorded ordinary
income treatment. Thus, these corporations are left with capital loss
carryforwards which, under present law, cannot be applied against
any gains resulting from the same type of transactions which previ-
ously generated such losses.

Explanation of provision
The committee's amendment provides a special transitional rule for

corporations which would be banks except for the fact that they are
foreign corporations. Under the amendment, net gains (if any) for a
taxable year on sales or exchanges of bonds, debentures, notes, or other
evidences of indebtedness are considered as gain from the sale or ex-
change of a capital asset to the extent that such gain does not exceed
the portion of any capital loss carryover to the taxable year where
such capital loss is attributable to the same types of sales or exchanges
for taxable years beginning before July 12, 1969. In addition, the
amendment provides that the refund or credit of any overpayment as a
result of the application of the amendment is not precluded by the
operation of any law or rule of law (other than section 7122, relating
to compromises) so long as the claim for credit or refund is filed
within one year after the date of the enactment of the amendment.

The committee's amendment is identical to the House bill.
Effective date

The amendment applies to taxable years beginning after July 1L
1969.

Revenue effect
The revenue loss for the one year period following the date of the

enactment of this amendment is estimated to be less than $5 million.



10. Tax Treatment of Corporations Conducting Trade or Busi-
ness in Possessions of the United States (sec. 1051 of the
bill and sees. 33, 931, and 936 of the Code)
Present law

Under present law, corporations operating a trade or business in
a possession of the United States are entitled to exclude from gross
income all income from sources without the United States, including
foreign source income earned outside of the possession in which they
conduct business operations, if they meet two conditions. First, 80
percent or more of the gross income of the corporation for the 3-year
period immediately preceding the close of the taxable year must be
derived from sources within a possession of the United States. Second,
50 percent of the gross income of the corporation for the same 3-year
period must be derived from the active conduct of a trade or business
within a possession of the United States.

Any dividends from a corporation which satisfies these requirements
are not eligible for the intercorporate dividends receive,] deduction
(sec. 246 (a) (2) (B)). This deduction, however, is allowed if the corpo-
ration did not satisfy these requirements in the current and preceding
taxable year. In addition, since corporations meeting the requirements
of section 931 are domestic corporations, no gain or loss is recognized
to a parent corporation if it liquidates a possessions corporation (under
see. 332). Corporations satisfying the requirements of a possessions
corporation and receiving some benefit from the exclusion of income
are not entitled to be included in the consolidated return of an affiliated
group of corporations (sec. 1504(b) (4)).

The exclusion of possession income applies to corporations conduct-
ing business operations in the Commonwealth of Puerto Rico and all
possessions of the United States (Guam, the Canal Zone, and Wake
Island) except the Virgin Islands. The exclusion also applies to busi-
ness operations of individuals in a possession, but not to Puerto Rico
or to the Virgin Islands and Guam.

Reasons for change
The special exemption provided (under sec. 931) in conjunction with

investment incentive programs established by possessions of the United
States, especially the Commonwealth of Puerto Rico, have been used
as an inducement to U.S. corporate investment in active trades and
businesses in Puerto Rico and the possessions. Under these investment
Programs little or no tax is paid to the possessions for a period as
long as 10 to 15 years and no tax is paid to the United States as long
as no dividends are paid to the parent corporation.

Because no current U.S. tax is imposed on the earnings if they are
not repatriated, the amount of income which accumulates over the
years from these business activities can be substantial. The amounts
which may be allowed to accumulate are often beyond what can be
profitably invested within the possession where the business is con-
ducted. As a result, corporations generally invest this income in other
possessions or in foreign countries either directly or through posses-
sions banks or other financial institutions. In this way possessions cor-
porations not only avoid U.S. tav on their Pqrnings from businesses
conducted in a possession, but also avoid U.S. tax on the income
obtained from reinvesting their business earnings abroad.



The committee after studying the problem concluded that it is in,
appropriate to disturb the existing relationship between the possessions
investment incentives and the U.S. tax laws because of the important
role it is believed they play in keeping investment in the possessions
competitive with investment in neighboring countries. The U.S. Gov-
ernment imposes upon the possessions various requirements, such as
minimum wage requirements 34 and requirements to use U.S. flagships
in transporting goods between the United States and various posses-
sions,35 which substantially increase the labor, transportation and
other costs of establishing business operations in Puerto Rico. Thus,
without significant local tax incentives that are not nullified by U.S.
taxes, the possessions would find it quite difficult to attract investments
by U.S. corporations.

However, investing the business earnings of these possession cor-
porations outside of the possession where the business is being con-
ducted does not contribute significantly to the economy of that posses-
sion either by creating new jobs or by providing capital to others to
build new plants and equipment. Accordingly, while the committee
believes it is appropriate to continue to exempt trade or business in-
come derived in a possession and investment income earned in that
possession, your committee does not believe it is appropriate to provide
a tax exemption for income from investments outside of the possession.

In addition, the committee recognizes that the provision of present
law denying a dividends received deduction to the U.S. parent cor-
poration forces a possessions corporation to invest its income abroad
until the possessions corporation is liquidated (usually upon the termi-
nation of the local tax exemption) when it can be returned to the
United States tax free. These accumulated business profits are not
available for investment within the United States, and the income pro.
duced is (under present law) not subject to U.S. tax. The committee
believes that while it is appropriate to tax the foreign source invest-
ment income from possession business earnings, possessions corpora-
tions should at the same time be given the alternative of returning the
business income to the United States prior to liquidation without pay-
ing U.S. tax. Permitting tax-free repatriation of the accumulated
earnings only upon the liquidation of the possessions corporation,
while taxing the foreign source investment derived from the accumu-
lated earnings, would lessen to a significant extent the tax incentive of
making the initial investment.

To accomplish these two major changes, the committee's amendment
revises present law to provide for a more efficient system for exemp-
tion of possessions corporations. Under the amendment these corpora-
tions are generally to be taxed on worldwide income in a manner
similar to that applicable to any other U.S. corporation, but a full 48
percent foreign tax credit is to be given for the 'business and qualified
investment income from possessions regardless of whether or not any
tax is in fact paid to the government of the possession. The effect of
this revised treatment will be to exempt from tax the income from
business activities and qualified invesiments in the possessions, to
allow a dividends received deduction for dividends from a possessions
corporation to its U.S. parent corporation, and to tax currently all

29 U.S.c. 206-208.
46 U.s.C. 88.



other foreign source income of possessions corporations (with allow-
ance for the usual foreign tax credit). The committee believes that this
revised treatment will assist the U.S. possessions in obtaining employ-
ment-producing investments by U.S. corporations, while at the same
time'encouraging those corporations to bring back to the United States
the earnings from these investments to the extent they cannot be
reinvested productively in the possession.

A second set of difficulties under present law results from the rela-
tionship of thepossessions corporation provisions to the provisions
relating to the filing of consolidated tax returns. Domestic corpora-
tions which are affiliated (i.e., generally where there is a common
ownership of 80 percent or more of their stock) usually file a consoli-
dated tax return. Among the benefits of a consolidated return is the
opportunity to offset the losses of one corporation against the income
of other corporations.

A corporation which is entitled to the benefits of the special pos-
sessions corporation exclusion may not participate in the filing of a
consolidated return. However, the courts have determined that posses-
sions corporations may join in filing consolidated returns in years in
which they incur losses.86 As a result, these corporations can in effect
gain a double benefit. Not only is the possessions and other foreign
source income of these corporations excluded from U.S. taxable in-
come, but losses of possessions corporations can, by filing a consoli-
dated return, reduce U.S. tax on the U.S. income of related corpora-
tions in the consolidated group. The committee believes that it is
appropriate to allow the losses of a possession corporation to reduce
U.S. tax on other income by filing a consolidated return only in the
case of initial or start-up losses of possessions corporation just be-
ginning its possession operations. Moreover, even in the case of start-up
losses the committee believes that these losses should be recaptured if
in a later year foreign source income is derived.

Explanation of provigion8
Accordingly, the committee's amendment provides that a possessions

corporation must make an election to obtain the benefits of possessions
corporation status and that after this election the corporation is
ineligible to join in filing a consolidated return for a period of 10
years eY Once the election is made the losses of the possessions corpora-
tion cannot offset the income of other related corporations. The com-
mittee amendment is substantially similar to the House bill.

The amendment achieves the results described above by adding a
new provision (sec. 936 of the Code) for the tax treatment of U.S.
corporations operating in Puerto Rico and possessions of the United
States, other than the Virgin Islands. The existing provision of pres-

- The Internal Revenue Service had taken the position that a corporation which meets
both of the gross income tests of the possession corporation exclusion revision may not
file a consolidated return i years in which that ooration incurred a ioss. However, the
Tax Court in Burke Concrete Aeceooories, Inc., (56 P.C. 588 (1971)) held that the posses-
sion corporation was properly includahie in the consolidated return in these years since it
coud not be entitled to any benefit from the exclusion provision where it had a loss year.
The Internel Revenue Service has now reversed its position in light of this decision (Rev.
Rut. 78-498, 1973-2 C. B. u16).

"Unlike the act of Incor,'ortnig a branch in a foreign Jurisdiction, the making of a
section 931 election does by itself cause a recapture of an earlier loss.



ent law (sec. 931 of the code) is retained for citizens with business
operations in possesions of the United States, other than the Virgin
Islands and Guam (but not for citizens with operations iX Puerto
Rico). The new provision establishes a new tax credit for certain
income of possessions corporations. This tax credit (called the section
936 credit) is given in lieu of the ordinary foreign tax credit (provided
in sec. 901 of the code).

The amendment provides that any domestic corporation which elects
to be a section 936 corporation and which qualifies under section.936
can receive the section 936 tax credit if it satisfies two conditions. First,
80 percent or more of its gross income for the 8-year period immedi-
ately preceding the close of the taxable year must be from sources with-
in a possession. Second, 50 percent or more of its gross incomemust be
derived from the active conduct of a trade or business within a pos-
session.

The amount of the credit allowed under this provision is to equal
the portion of the U.S. tax on the domestic corporation attributable
to taxable income from sources without the United States from thp
active conduct of a trade or business within a possession of the United
States and from qualified possession source investment income, In
determining the amount of tax attributable to the income from the
active conduct of a possession trade or business or from qualified pos-
session investment income, losses from other sources are to be taken
into account. For example, if a corporation has an overall loss from
foreign sources (other than possessions sources), these losses reduce in-
come from U.S. sources and income from possessions sources propor-
tionately for purposes of determining the tax on the taxable income
from which the section 936 credit is allowed.

Qualified possession source investment income includes only income,
from sources within a possession in which the possessions corporation
actively conducts a trade or business (whether or not such business
produces taxable income in that taxable year). It is intended that
interest p-id by one possessions corporation to a second unrelated
possessions corporation is to be treated as qualified possessions source
investment income.

Furthermore, the taxpayer must establish to the satisfaction of the.
Secretary that the funds invested were obtained from the active con-
duct of a trade or business within that same possession and were
actually invested in assets in that possession. Funds placed with an
intermediary (such as a bank located in the possession) are to be
treated as invested in that possession only if it can be shown that the
intermediary did not reinvest the funds outside the possession. The
special treatment for qualified possessions source investment income
is provided so that the possessions do not lose a significant sourceor.
capital which they presently have available to them for the financing
of government development programs and private investment.

To avoid a double credit against U.S. taxes if a corporation is'
eligible for the section 936 credit, any actual taxes paid to a foreign
country (because it has different source rules) or a possession with re-
spect to the gross income taken into account for the credit are not
treated as a creditable tax (under sec. 901 of the Code), and no deduc-



tion is to be allowed with respect to that tax. Thus, the section 936
credit replaces entirely any' section 901 foreign tax credit and any
deduction for taxes 'paid which otherwise would be allowed with
respect to the income taken into account.

Since the new section 936 tax credit is separate from the tax credit
permitted under section 901, the limitation under section 904 of the
Code is not to apply to income subject to a section 936 credit, and such
income is not to be taken into account in computing the limitation on
the amount of allowable tax credits (under sec. 904 of the Code) 8

The credit provided for under section 936 is generally to be allowed
against taxes imposed by chapter 1 of the Internal Revenue Code.
However, the credit is not to be taken against any minimum tax for
tax preferences (sec. 56 of the Code), any tax on accumulated earn-
ings (sec. 531 of the Code), taxes relating to recoveries of foreign
expropriation losses (sec. 1351 of the Code), or the personal holding
company tax (sec. 541 of the Code). In computing the amount of U.S.
tax paid by the corporation which is attributable to possessions active
trade or business and qualified investment income, taxes paid relating
to the items described above are not taken into account.

In order to receive the benefits of the section 936 tax credit, a corp-
poration must make an election 'at the time and in the manner as the
Secretary prescribes by regulations. Once the election is made, the
domestic corporation cannot join in a consolidated return with other
related taxpayers. The election is to remain in effect for nine taxable
years after the first year for which the election was effective and for
which the domestic corporation satisfied the 80 percent possession
source income and 50 percent active trade or business income require-
ments. However, the election may be revoked before the expiration of
the 10-year period with the consent of the Secretary. It is contem-
plated that consent will be given only in cases of substantial hardship
where no tax 'avoidance can result from the revocation of the election.
In determining whether there would be substantial hardship, the Sec-
retary is to take into account changes in business conditions. The elec-
tion shall remain in effect after the 10-year period unless such domes-
tic corporation revokes such election. After a revocation the domestic
corporation may again make the election for a 10-year period in any
taxable year in which it satisfies the 80 percent possession source
income and 50 percent active trade or business test.

The amendment retains existing law by providing that any gross
income actually received by a possessions corporation within the
United States, whether or not that income is derived from sources
within or without the United States, is not taken into account as income
for which a section 936 tax credit may be allowed. However, this in-
come may be eligible for a section 901 tax credit if any foreign taxes
were paid on that income.

Finally, the amendment provides for a dividends-received deduc-
tion (sec. 246(a) (1) of the Code) for dividends received from cor-
porations eligible for the section 936 tax credit. Thus, corporations

" Thns the numerator and denominator of the limiting fraction providedd in sec. 904)
are to be calculated without regard to the taxable income for which a credit io permitted
under section 986.



which otherwise would qualify for the 100-percent dividends-received
deduction if an election (under sec. 936) were not in effect are to re-
ceive that deduction for dividends from a possessions corporation.
Also, corporations eligible for the 85-percent dividends-received de-
duction are to receive that deduction with respect to dividends from
possessions corporations. In the case of a corporation eligible for the
85-percent dividends-received deduction, the amount of any taxable
income received as a dividend from a possessions corporation is to be
domestic or foreign source income as determined under existing rules
of the Code (sec. 861), and is to be included in the computation of the
limitation on the section 901 foreign tax credit (sec. 904 of the Code).
Since the 100-percent dividends-received deduction totally eliminates
any U.S. tax on dividends paid by a possessions corporation, and the
85 percent dividends-received deduction (after the allocation of ex-
penses) will in many cases eliminate any U.S. tax on the dividend, the
committee's amendment adds a provision disallowing a credit or a de-
duction for any income taxes paid to a possession or foreign country
with respect to the repatriation of earnings. Further, the disallowance
provision applies in the case of a tax-free liquidation of a possessions
corporation.

It is the understanding of the committee that the Department of
Treasury is to review operation of section 936 corporations in order to
appraise the committee of the effects of the changes made by the bill.
The Treasury is to submit an annual report to the committee setting
forth an analysis of the operation and effect of the possessions corpo-
ration system of taxation. Among other things, the report is to include
an analysis of the revenue effects of the provision as well as the effects
on investment and employment in the possessions. These reports,
which are to begin with a report for calendar year 1976, are to be sub-
mitted to the committee within 18 months following the close of each
calendar year.

Effective dates
The amendment made by this section establishing a new section 936

foreign tax credit for certain possessions income applies to taxable
years beginning after December 31, 1975. The new rules on the divi-
dends-received deduction apply to dividends received in taxable years
beginning after that date regardless of when the earnings out of which
the dividends were paid were accumulated.

Revenue effect
It is estimated that these provisions will result in an increase budget

receipts of $11 million in fiscal year 1977 and of $10 million thereafter.
11, Western Hemisphere Trade Corporations (see. 1052 of the

bill and sees. 921 and 922 of the Code)
Present law

Under present law, certain domestic corporations called "Westerk
Hemisphere Trade Corporations" (WHTCs) are entitled to a dedue-



tion which may reduce their applicable corporate income tax rate by
as much as 14 percentage points below the applicable rate for other
domestic corporations.e

A domestic corporation must meet three basic requirements to
qualify as a WHTC. First, all of its business (other than incidental
purchases) must be conducted in countries in North, Central or South
America or in the West Indies. Second, the corporation must derive
at least 95 percent of its gross income for the 3-year period immedi-
ately preceding the close of the taxable year from sources outside the
United States. Third, at least 90 percent of the corporation's income
for the above period must be derived from the active conduct of a
trade or business. The above requirements are intended to insure that
the corporation is engaged in an active trade or business outside the
United States, but within the Western Hemisphere.

Rea8on8 for change
The WHTC provisions were originally enacted in 1942 during a

period of high U.S. wartime taxes and generally low taxes in other
Western Hemisphere countries. The provision was aimed at insuring
that domestic corporations did not operate at a disadvantage in com-
peting with foreign corporations within the Western Hemisphere.
While not explicitly stated, it appears that the goal was to retain U.S.
ownership of foreign investments, which if placed in a foreign cor-
poration, might end up being owned by foreign interests.

Your committee believes general tax equity requires that income
derived from all foreign sources be taxed at the same rate. To the
extent that incentive are needed for the export of U.S. manufactured
goods the committee believes that the Domestic International Sale
Corporation (DISC) provisions of present law are a more appropri-
ate incentive. Further, because the taxes imposed by other Western
Hemisphere countries have been substantially increased since the
original enactment of the provision, many companies which qualify
as WHTCs receive little or no benefit from the deduction. Thus, in
many instances the WHTC deduction merely adds to the complexity
of preparing an income tax return without providing significant tax
benefits.

The preferential rate granted to WHTCs has also encouraged U.S.
manufacturers to set the price on sales of goods to related WHTCs
so as to maximize the income derived by the WHTC, since this in-
come is taxed at the lower WHTC rate. These pricing practices have
been the source of many controversies between taxpayers and the In-
ternal Revenue Service. Finally, the broad interpretation given to
the WHTC provisions by the Internal Revenue Service has enabled
corporations to obtain the benefits of the WHTC provisions for goods
manufactured outside the Western Hemisphere by causing the title to
the goods which are sold to the WHTC to be passed within the West-
ern Hemisphere. In such a situation your committee believes it is in-
appropriate to give special tax relief. For the above reasons your
committee believes that the special tax relief given to WHTCs should
be repealed.

Extplanation of provision
The committee's amendment repeals the WHTC provisions for tax-

able years beginning after December 31, 1979. However, corporations

the deduction (sec. 922 of the Code) is equal to taxable income multiplied by 14 over



which qualify for WHTC treatment are provided a transitional pe-
riod in which they can adjust their operations to the repeal of the
provisions. During this transitional period the 14-percent tax reduc-
tion (i.e., the numerator in the 14/48ths fraction) is gradually phased
out beginning in 1976. Under the phaseout rules the percentage rate
reduction is reduced to 11 percent in 1976, 8 percent in 1977, 5 percent
in 1978 and 2 percent in 1979. Corporations which presently do not
qualify for WHTC treatment are able to qualify and receive the
remaining benefits of the treatment during the transitional period.
Thus, during the phaseout period no distinction is to be made between
corporations qualifying for WHTC treatment in 1975 and other cor-
porations which first qualify during the phaseout period. It is antici-
pated by your committee that the modifications which it is making
to the provisions of section 367 will make it easier for domestic corpo-
rations to adjust to the repeal of the WHTC provision in order to
retain tax advantages provided by the tax laws of foreign govern-
ments, by reincorporating in a foreign country where they are doing
business. An identical phaseout provision is in the House bill.

In addition, the committee amendment provides a special transi-
tional rule for WHTCs which file as part of a consolidated group
using the per-country limitation. Prior to the repeal of the per-
country limitation, a'WHTC which used the per-country limitation
could average its foreign taxes and income with a non-WHTC if they
both derived their income from the same country. However, the aver-
aging of foreign taxes and income of WHTCs and non-WHTCs is
not allowed under the overall limitation except in the case of a public
utility. The committee amendment permits a foreign corporation
which is treated as being a domestic company for consolidated return
purposes to average its foreign taxes with other corporations in the
group if they each derive 95 percent or more of their gross income
from sources within a contiguous country and are primarily engaged
in mining and related transportation in that contiguous country.

Effective date
The effective date of this provision is discussed above under ex-

planation of provision.
Revenue effect

This provision will increase budget receipts by $16 million in fiscal
year 1977, $25 million in fiscal year 1978, and $50 million in fiscal year
1981.
12. China Trade Act Corporations (see. 10153 of the bill and sees

941 to 943 of the Code)
Present lato

Under present law, a China Trade Act Corporation ("CTA cor-
poration") and its shareholders are entitled to special tax benefits.
Under these provisions, a CTA corporation is subject to the same tax
rates as any other domestic corporation, but, upon meeting certain re-
quirements, is allowed a special deduction which can completely elim-
inate any income subject to tax (see. 941).40

dO The CrA corporation i not entitled to the foreign tax credit (see. 942), but is en-
itled to the dedauctin ot all foreign taxes paid with respect to taxable income derived

from sources within Hong Kong or Formosa (see. 164).



The special deduction is allowed against taxable income derived
from sources within Formosa and Hong Kong in the proportion which
the par value of stock held by residents of Formosa, Hong Kong, the
United States, or by individual citizens of the United States, wherever
resident, bears to the par value of all outstanding stock. Thus, where
all the shareholders of the CTA corporation are either U.S. citizens
or residents of Hong Kong, Formosa or the United States, and all of
the corporation's income is derived rom sources within Hong Kong
and Formosa, the special deduction equals and thereby eliminates the
taxable income of the corporation.

The special deduction is limited by a requirement that a dividend
must be paid in an amount at least equal to the amount of Federal tax
that would be due were it not for the special deduction. The "special
dividend" must be paid to stockholders who, on the last day of the
taxable year, were resident in Formosa, Hong Kong, or were either
residents or citizens of the United States."2 The special dividend de-
duction enables the CTA corporation to operate free of tax.

In addition to the favorable tax treatment at the corporate level,
special benefits are accorded to the shareholders of a CTA corporation.
Dividends paid by a CTA corporation to shareholders who reside
in Hong Kong or Formosa are not includable in the gross income of
the shareholder (see. 943). This applies to all dividends paid to Hong
Kong or Formosa resident shareholders, regardless of whether they
are regular or special dividends.

Reasons for change
The combination of benefits granted to CTA corporations and their

shareholders is unprecedented."1 Both the corporation and its share-
holders can operate free of any U.S. tax liability.

As originally enacted, the China Trade Act was intended to apply
to mainland China, including Manchuria, Tibet, Mongolia, and any
territory leased by China to any foreign government, the Crown
Colony of Hong Kong, and the Province of Macao. However, since
the early 1950's the provisions have only applied to business tran-
actions by CTA corporations in Hong Kong and Formosa.

Since the enactment of the China Trade Act in 1922, Sino-U.S.
trade has changed dramatically. In 1922, China was considered an
unequal trade partner-a market which Western companies competed
for under rules that were laid down by their own governments, not
by the Chinese Government. Prior to the Communist occupation of
the China mainland in 1949, approximately 250 companies were con-

"For example, if the taxable Income before the special deduction was $100.000, the
special dividend would have to eual at least $41,500 (22 percent of tbflrst $25.000 pIns
48 percent of the remaining $75.000). In this example, upon payment of the special dividend
of 841.500. the CTA corporation deriving all of its taxable income from sources withinRong Kong and Formosa (1100.000) would be entitled to a special deduction in an amount
equal to its taxable income, i.e., $100,000.'5

5
2or example if In a siven year. a CTA cornOaton. whose shareholders are U.S.citizens reslding in Hon Konr or Formosa, has $500.000 of taxable income and pays asmecal dividend of at least $235,500 to Its shareholders, neither the corporation nor itsshareholders will incur any U.S. tax liability. whereas a domestic corporation and itsshareholders in this situation (assuming marginal tax brackets of 50 percent for the share-

holders) would Incur respective U.S. tax liabilities of $253.500 and $116.750. The tax
savs to the CTA corporation and Its shareholders in the above example would be

55i0.250. If the balance of the earnings of the OTA corporation were paid out, the tax
savings would be even greater.



dusting business there under the China Trade Act. This situation no
longer exists, trade being restricted now to Hong Kong and Formosa';
nor is it likely to exist in the foreseeable future. Currently, there are
only three active CTA corporations, which reportedly account for a
rather negligible amount of trade.

Thus, the original purpose of the China Trade Act, that of expand-
ing trade with China, is no longer being served by the very favorable
tax advantages it provides. Moreover, there are innumerable U.S.
companies currently trading in Hong Kong and Formosa without the
extensive tax benefits provided by the China Trade Act.

The tax advantages enjoyed by a CTA corporation, and particu-
larly its shareholders, are almost without parallel. While, under pres-
ent law, there are cases where U.S. tax would not 'be owing with
respect to corporate income derived by a foreign subsidiary involved
in an active trade or business abroad, dividend payments received
from such corporations by U.S. shareholders would be subject to U.S.
taxation. There is no current justification for exempting CTA cor-
poration dividends paid to its Hong Kong and Formosa resident
shareholders who are U.S. citizens.

Explanation of provision
The committee's amendment provides for a phaseout over a 2-

ear period of the provisions permitting special tax treatment for
TA corporations and their shareholders. Thus, the special deduction

allowable under section 941 (a) and the dividend exclusion under sec-
tion 943 will be reduced by 50 percent for taxable years beginning in
1976, and repealed for taxable years beginning in 1977.43

The House bill phased out the provisions over a 4-year period.
Effective date

The effective date of this provision is discussed above under Expla-
nation of provision.

Revenue effect
This provision is expected to increase receipts by less than $5 million

per year.

13. Amendments Denying Tax Benefits on International Boycott
Income and Foreign Bribe-Produced Income (sees. 1061-1066
of the bill and sees. 908, 911, 952, 955A, 995, and 999 of the
Code)
Present law

Under present law U.S. taxpayers conducting business abroad are
not subject to special penalties with respect to the conduct of their
business operations. Present law does provide, however, that illegal
payments made to a government official are not deductible as an
ordinary business expense. These rules are applicable as well to pay-
ments made to foreign government officials.

w4 For example. If the taxable income before the sueelal deduction of a CTA corporation
was % 00.000 and the special dividend was $41.500, the special deduction for the coros-
ration oad the amonot of dividend excludible from income for taxable years beginning
in 1970 wold be $50.000 an $20.750. respectively. For taxable years beginning In 1977
and subsequent years. the CTA nrovisions are repealed and no special deduction nor
dividend exclusion would be available.



Under present law U.S. taxpayers operating abroad receive a number
of benefits or incentives which enable them to compete with foreign-
owned business or to increase the export of U.S.-made goods. The four
major tax provisions which are significant in connection with overseas
operations are (1) the foreign tax credit for foreign taxes paid, (2) the
deferral of earnings of foreign subsidiaries, (3) the deferral of earn-
ings of domestic international sales corporations, and (4) the earned
income exclusion for U.S. citizens working overseas.

Reasons for change
The committee is concerned that U.S. business has been prevented

from freely operating in international markets by the threat of eco-
nomic sanctions by certain foreign countries or their employees. Unless
the U.S. business agrees to cooperate or participate with certain foreign
countries in an international boycott based upon nationality or religion,
they are denied the opportunity to conduct business with a country. It
is particularly unfair in the committee's belief, when the taxpayer
who participates in the boycott is a recipient of tax preferences by
reason of the participation. The committee believes that many tax-
payers would not participate in an international boycott if the taxpay-
er and the foreign countries were made aware that tax preferences were
not available to a taxpayer who participates in such a boycott.

In addition to the concern over international boycotts, recent revela-
tions have disclosed the use of foreign bribes as a means of doing
business overseas. The committee believes that the tax preferences
which are granted to taxpayers in connection with overseas operations
should not be allowed in connection with bribe-produced income.

The committee believes that these four tax benefits in connection
with overseas operations should not be made available in countries in
which 'a U.S. taxpayer has participated in an international boycott.
In addition these benefits should not be made available in connection
with bribe-produced income. However, since the employees' earned
income exclusion is not directly connected to the employer's bribe the
employee should not be penalized if the employer makes an illegal
payment.

Explanation of proision
Denial of foreign tax credit.-The committee's amendment adds a

new section 908 to the Code. The effect of the new section is to deny
the foreign tax credit with respect to certain taxes paid or accrued to
any country which requires participation in or cooperation with an
international boycott, and with respect to certain taxes paid or accrued
to any foreign country on income derived as a result of the making of
an illegal bribe, kickback, or other unlawful payment to the foreign
government.

The committee's amendment provides that a taxpayer who partici-
pates in or cooperates with an international boycott may not elect to
credit against U.S. taxes any income, war profits, or excess profits taxes
paid or accrued during the taxable year to any country which requires
participation in. or cooperation with, the boycott as a condition of do-
ing business within that country or with the government, a company,
or a national of that country. The amendment also provides that if a
taxpayer makes an illegal bribe, kickback, or other unlawful pay-
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meant, directly or indirectly, to an official, employee, or agent in fact
of a foreign government, the taxpayer may not elect the foreign tax
credit with respect to income, war profits, or excess profits taxes paid
or accrued during the taxable year to any country with respect to
income derived directly or indirectly, in whole or in part, as a result
of the making of such payments. (Any disallowed taxes would not be
allowed as a deduction in the case of bribe-produced income.)

If it is determined by the Secretary of Treasury that the taxpayer
has participated in a boycott with a foreign country, all foreign taxes
paid to that country are not allowed as creditable taxes. On the other
hand, if it is determined that a taxpayer has bribe-produced income
from a country, only foreign taxes paid with respect to that income
(regardless of the year derived) are disallowed.

Denial of deferral.-The committe's amendment eliminates deferral
of the income tax for U.S. shareholders of controlled foreign corpora-
tions with respect to certain income derived from operations in or
related to any country which requires participation in, or cooperation
with, an international boycott, and with respect to certain income
derived as a result of the making of an illegal bribe, kickback, or other
unlawful payment to certain officials, employees, or agents of a foreign
government.

The committee's amendment creates two new classes of subpart F
income. These new categories of subpart F income are "international
boycott income" and "foreign bribe-produced income". Under the com
mittee's amendment, a U.S. shareholder of a controlled foreign cor-
poration must include in income his pro rata share of the controlled
foren corporation's international boycott income and foreign bribe-
produced income.

International boycott income is defined as all the income of a con-
trolled foreign corporation (other than income derived from the insur-
ance of U.S. risks and foreign base company income) which is derived
from operations in or related to any foreign country which requires
participation in or cooperation with -an international boycott as a
condition of doing business within that country or with the govern-
ment, a company, or a national of that country. Income is international
boycott income only if the controlled foreign corporation (or a mem-
ber of a controlled group which includes the controlled foreign cor-
poration) is determined to have participated in or cooperated with the
international boycott in that year. As discussed under the heading of
reporting requirements and determinations, the committee amendment
authorizes the Secretary to determine whether or not there has been
participation in, or cooperation with, a international boycott. -

Foreign bribe-produced income is defined as all the income of a
controlled foreign cornoration (other than income derived from the
insurance of United States risks, foreign base company income and
international boycott income) which is -derived, directly or indirectly,
in whole or in part, as the result of the making of an illegal bribe,
kickback, or other unlawful payment, either directly or indirectly,
to an official, employee, or agent in fact of a foreign government by
the controlled foreign corporation or any member of a controlled
group which includes the controlled foreign corporation involved re-
gardless of the year in which the payment is made. Both international
boycott income and foreign bribe-produced income are to be reduced,
under regulations prescribed by the Secretary, to take into account
deductions properly allocable to such income.



Denial of DISC benefit.-The committee amendment provides that
if a DISC, or a member of a controlled group which includes the DISC,
has participated in or -cooperated with an international boycott, or
has received foreign bribe-produced income, no DISC benefits are
to be allowed. The entire taxable income of the DISC which is attrib-
utable to international boycott income or foreign bribe-produced
income is deemed to be distributed to the DISC shareholder.

The committee amendment provides that DISC benefits are to be
denied with respect to international boycott income and the foreign
bribe-produced income of a DISC, realized in one taxable year which
is derived directly or indirectly, in whole or in part, as a result of
participation in, or cooperation with, an international boycott, or the
making of an illegal bribe, kickback, or other unlawful payment, in a
different taxable year.

Denial of exemption for earned income abroad.-The committee
amendment eliminates the exemption for earned income abroad for
certain U.S. citizens who are bona fide residents of foreign countries
or are physically present abroad for 510 days during any 18-month
period. The exemptions are denied with respect to the earned income
derived from any person who participates in, or cooperates with, an
international boycott as a condition of doing business within or with
a foreign country. The exemptions are only denied, however, with
respect to earned income for personal services rendered in the foreign
country or countries requiring participation in or cooperation with
the international boycott.

Reporting requirements and determinations.-The committee's
amendment adds a new section 999 to the Code requiring certain reports
to be made by taxpayers with respect to income which is potentially
international'boycott income or foreign bribe-produced income, and
authorizing the Secretary to determine whether a taxpayer has inter-
national boycott income or foreign bribe-produced income.

Any taxpayer who has income (or is a member of a controlled group
which has income) which is derived, directly or indirectly, from op-
erations in, or related to, a foreign country which requires participa-
tion in, or cooperation with, an international boycott as a condition of
doing business within such country, or with the government, a com-
pany, or a national of such country, must report (pursuant to regula-
tions to be prescribed by the Secretary) the fact that it has income
derived from these operations and the amount of the income. Also any
taxpayer who has income (or is a member of a controlled group which
has income) which is derived, directly or indirectly, in whole or in
part, as the result of the making of an illegal bribe, kickback, or other
unlawful payment to an official, employee, or agent in fact of a foreign
government, must report (pursuant to regulations to be prescribed by
the Secretary) the amount of such payments and the amount of the
income derived from the payments.

Criminal penalties are imposed on the willful failure to make the
required reports. The penalties consist of a fine of not more than
$25,000, or imprisonment for not more than 1 year, or both.

The committee amendment also authorizes the Secretary, upon
receipt of the required reports, to determine whether the taxpayer (or
member of the controlled group which includes the taxpayer) partic-
ipated in, or cooperated with, an international boycott or has foreign
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bribe-produced income. Participation in, or cooperation with, an inter-
national boycott includes, as a condition of doing business within a
country or with the government, a company, or national of a country,
agreeing to:

(1) Refrain from doing business in another country or with the
government, companies, or nationals of another country;

(2) Refrain from doing business with any United States person
engaged in trade in another country or with the government, com-
panies, or nationals of another country; or

(3) Refrain from doing business with any company whose own-
ership or management is made up, all of in part, of individuals of a
particular nationality or religion, or to remove (or refrain from se-
lecting) corporate directors who are individuals of a particular na-
tionality or religion.

Participation in, or cooperation with, an international boycott also
includes, as a condition of sale of a product to the government, a com-
pany, or a national of a country, agreeing to ship or insure such prod-
uct only on a carrier which is not on an international boycott list. A
taxpayer or a member of a controlled group is not considered as par-
ticipating in or cooperating with an international boycott if participa-
tion in, or cooperation with, such boycott is required by U.S. law.

There are no comparable provisions in the House bill.
Effective date

The amendments made -by these provisions apply to taxable years
beginning after December 31, 1975, except that the amendments relat-
ing to denial of deferral of income by U.S. shareholders of controlled
foreign corporations shall apply to taxable years of the controlled
foreign corporation beginning after December 31, 1975, and to taxable
years of U.S. shareholders (within the meaning of section 951(b) of
the Code) within which or with which such taxable years of such for-
eign corporations end. However, the amendment only applies to any
participation in, or cooperation with, an international boycott or an
illegal payment made, 80 days after the date of enactment.

Revenue effect
It is estimated the provisions relating to international boycott and

foreign bribes will increase budget receipts by $100 million in fiscal
year 1977 and thereafter.



K. DOMESTIC INTERNATIONAL SALES CORPORATIONS
(sec. 1161 of the Bill and secs. 993, 995, and 996 of the Code)

Present law
Present law provides for a system of tax deferral for a corporation

known as a Domestic International Sales Corporation, or a "DISC",
and its shareholders. Under this tax system, the profits of a DISC are
not taxed to the DISC but are taxed to the shareholders of the DISC
when distributed to them. However, each year a DISC is deemed to
have distributed income representing 50 percent of its profits, thereby
subjecting that income to current taxation in the shareholders' hands.
In this way the tax deferral which is available under the DISC provi-
sions is limited to 50 percent of the export income of the DISC.

To qualify as a DISC, at least 95 percent of the corporation's assets
must be export-related and at least 95 percent of a corporation's gross
income must arise from export sale or lease transactions and other
export-related activities (i.e., qualified export receipts). Qualified ex-
port receipts include receipts from the sale of export property, which
generally means property such as inventory manufactured or pro-
duced in the United States and held for sale for direct use, consump-
tion or disposition outside the United States (or to an unrelated DISC
for such a purpose). The President has the authority to exclude from
export property any property which he determines (by Executive
order) to be in short supply. However, energy resources, such as oil
and gas and depletable minerals, are automatically denied DISC bene-
fits under the Tax Reduction Act of 1975. That Act also eliminated
DISC benefits for products the export of which are prohibited or
curtailed under the Export Administration Act of 1969 by reason of
scarcity.

If a DISC fails to meet the qualifications for any reason (including
legislation excluding the corporations' products from export prop-
erty), the DISC provisions provide for an automatic recapture of the
DISC benefits received in previous years. This recapture is spread out
over the number of years for which the corporation was qualified as a
DISC but may not exceed 10 years. In addition, the DISC provisions
provide for recapture of the DISC benefits if the stock of the DISC
is sold or exchanged.

Reasons for change
The committee has examined the DISC provisions at great length

and has concluded that the legislation has had a beneficial impact on
U.S. exports. Since 1971, when DISC was enacted, exports have in-
creased from $43 billion to $107 billion for 1975. It is clear that much
of this increase has resulted from the devaluation of the dollar which
has taken place since that period. Nonetheless, the committee con-
cluded that a significant portion of the increase in exports which has
taken place resulted from the DISC legislation. This increase in ex-
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ports, the committee concluded, provides jobs for U.S. workers and
helps the U.S. balance of payments.

However, the committee also recognized that questions have been
raised as to the revenue cost of the DISC program. In 1975, the pro-
gram is expected to cost nearly $1.3 billion and in 1976 the amount is
estimated to be $1.4 billion. Furthermore, the committee believes that
the DISC legislation is made less efficient because the benefits apply
to all exports of a company, regardless of whether or not a company s
products would be sold in similar amounts without export incentive and
regardless of whether or not the company is increasing or decreasing
its exports.

Given these considerations the committee concluded that the DISC
program could become more efficient and less costly while still provid-
ing the same incentive for increased exports and jobs by granting
DISC benefits only to the extent that a company increases its exports
over a base period amount and by excluding from DISC benefits cer-
tain products and commodities for which the committee believes that
no incentive is needed for export sales. The House bill contains a com-
parable incremental rule; in addition, the House bill repeals DISC
benefits for almost all agricultural and military products.

Explanation of provi si
Incremental computation of DISC benefts.-Under the committee's

amendment, the tax deferral benefits provided to a DISC and its share-
holders are to be computed on an incremental basis. However, the
basic structure of the DISC provisions of present law are continued.
DISCs continue not to be taxable entities themselves, but certain
amounts of the taxable income of the DISCs are deemed distributed to
the shareholders of the DISCs and taxed to them. Furthermore, the re-
quirements for qualifying as a DISC are to remain the same, as are
the intercompany pricing rules and most of the technical provisions of
the DISC provisions.

Deemed distrbution.-The committee's amendment provides for the
incremental computation of DISC benefits by adding a new category of
deemed distributions from a DISC to its shareholders. The amount of
this new deemed distribution is the adjusted taxable income for the
current taxable year which is attributable to adjusted base period
export gross receipts (i.e, the nonineremental portion of the current
year's export receipts). These amounts are to be deemed distributed to
the shareholder prior to the computation of the deemed distribution
(provided under present law) equal to one-half of the taxable income
of the DISC. That is, adjusted taxable income attributable to adjusted
base period export gross receipts is to be deemed distributed first, and
then one-half of remaining taxable income of the DISC is to be deemed
distributed. For example, if a DISC had taxable income of $100 and
taxable income attributable to the adjusted base period export gross
receipts of $30, the deemed distributions for the year would be $65
($30 +1/ ($100-$30) ). Thus, a deferral of tax would be permitted on
$35.

Adjusted taxable income is the taxable income of the DISC in the
current year reduced by producer's loan interest and gain on the sale



of certain property of the DISC. These amounts are deemed distribu-
tions from a DISC to its shareholders under current law.

The amount deemed distributed is that portion of the current year's
adjusted taxable income which is attributable to the current year's
export gross receipts not in excess of the base period exports.4 ' For
example, if adjusted base period export gross receipts were $100 and
the current year's export gross receipts were $300, one-third of the
adjusted taxable income of the DISC in the current year would be
treated as attributable to adjusted base period export gross receipts
and be a deemed distribution for the current year.

The committee's amendment defines adjusted base period export
gross receipts as 60 percent of the average of the export gross receipts
of a DISC during the base period.

The base period consists of taxable years beginning in 3 of the 4
base period years chosen by the DISC, except that, in the case of
agricultural products, it is 3 of the 5 base period years chosen by the
DISC. The choice of base period years prevents distortion due to the
existence of very high export gross receipts in one taxable year. Since
this problem is especially acute with respect to agricultural products,
the committee amendment permits a choice of 3 out of 5 base period
years.

The committee amendment defines agricultural products to include
agricultural and horticultural commodities and products. Generally,
this includes all products or commodities which are grown or raised.
The bill specifically includes in these categories livestock, timber, poul-
try, fish, and fur-bearing animals.
.Whether or not a product made from an agricultural or horticul-

tural commodity or product is included within this provision is to be.
determined by applying the 50 percent value-added test which exists
in present law with respect to the elimination of DISC benefits for
certain natural resources (sec. 993(c) (2)). Under this test, if 50 per-
cent of the value added to the product as exported is attributable to
manufacturing and processing, then the product is not to be considered
an agricultural or horticultural commodity or product and is to retain
DISC benefits. As under existing law, the term "processing" does not
include extracting or handling, packing, packaging, grading, storing,
or transporting.Eaiport gross receipts--The term "export gross receipts" includes
those receipts which are received in the ordinary course of the export
trade or business of the DISC in which the DISC derives its income
(see sec. 993(a)). For this reason, the term includes income from the
sale, exchange, or rental (and related subsidiary services) of export
property (as defined in sec. 993(c)) for consumption outside of the
United States; engineering and architectural services for projects out-
side the United States; and the performance of managerial services'
for a DISC which relate to the sale, exchange, rental or other dis-
jwsition of export property. However, the term does not include gross

The deemed distribution is rconuted b taking the ratio of adisted base period export
gross receipts to current year's export gross receipts and multiplying it by the adjusted
current year's taxable income of the DISC.
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receipts from the sale, exchange or other disposition of qualified export
assets (under sec. 993 (b)) other than export property (i.a, assets such
as warehouses and packaging machines which generally are used in
the export business but which are not sold in the ordinary course of
business) ; dividends or deemed distributions (under subpart F) from
a related foreign export corporation (as defined in sec. 993(e)); and
interest on any obligation (such as Export-Import Bank obligations)
which is a qualified export asset.

Base period years.-Under the committee's amendment, the base
period for nonagricultural products is composed of taxable years be-
ginning in 3 out of 4 base period years chosen by the DISC. For tax-
able years beginning in 1977,1978, and 1979 the base period years are
taxable years beginning in 1973, 1974, 1975, and 1976. In taxable years
beginning in 1980 and later years, the base period becomes a 4-year
moving base period. The base period is to move forward 1 year for
each year beyond 1979, so that the base period years for any year is
the taxable year beginning in the 3d, 4th, 5th, and 6th calendar years
preceding such calendar year. For example, in 1980, the base period
years are 1974, 1975, 1976, and 1977 and in 1981, the base period years
are 1975,1976,1977, and 1978.

For agricultural products the incremental rule does not apply to
taxable years beginning prior to 1980. In 1980 and thereafter, the base
period is composed of taxable years beginning in 3 out of 5 base period
years chosen by the DISC. For taxable years beginning in 1980, the
base period years are 1973, 1974, 1975,1976, and 1977. In taxable years
beginning in 1981 and later years, the base period becomes a 5-year
moving base period. The base period is to move forward 1 year for
each year beyond 1980, so that the base period years for any year is
the taxable year beginning in the 3d, 4th, 5th, 6th, and 7th calendar
years preceding such calendar year. For example, in 1981, the base pe-
riod years shall be 1974, 1975, 1976, 1977, and 1978 and in 1982, the
base period years shall be 1975, 1976, 1977, 1978, and 1979.

The average export gross receipts for the base period is the sum of
the export gross receipts for the 3 base period years chosen by the
DISC, divided by 3. The DISC may choose any 3 base years that it
desires in a given taxable year. If the taxpayer did not have a DISC
in any year which would be included in the base period for the cur-
rent year, the taxpayer is to calculate base period export gross receipts
by attributing a zero amount of export gross receipts to that base pe-
riod year except that if the DISC has 3 base years in which it is in ex-
istence, it must choose those 3 base years rather than choose a year in
which it was not in existence. For example, in the case of a nonagricul-
tural DISC which was not in existence in1973 and 1974, but had $2
of export grosq receipts in 1975, and $35 in 1976, the base period for
taxable year 1978 is to include base period years 1975 and 1976. Thus,
the base period export gross receipts of the DISC would be
($0+ $25 +$35) divided by 3 or $20. Sixty percent of this average, or
$12. would be the adjusted base period export gross receipts of the
DISC.

Because base period years in which a DISC was not in existence are
included as zero base period years under these provisions, DISCs be-
ginning operation in 1977 have no base period export gross receipts for



3 full years (until 1980), when the base period begins to include a year
in which the DISC had export gross receipts. In 1980 its base period
export gross receipts would be its 1977 export gross receipts divided
by 3. The DISC would thus first have a full 3-year base period in 1982.

Short taxable year.-In the case of a taxpayer having a short tax-
able year in the base period, the Secretary is to prescribe regulations
including the annualization, if necessary, of expert gross receipts in
the short base period taxable year or years in determining base period
export gross receipts. Similar regulations are to be prescribed if the
current year is a short year in order to compute the deemed distribu-
tion. It is intended that under these regulations short taxable years in
the base period will generally be annualized for purposes of deter-
mining base period export gross receipts so that the amount of the
increase in current year export gross receipts is based on an equivalent
full year amount of export gross receipts in each base period year.
Similarly, in cases where the current year is a short taxable year,
it is intended that export gross receipts in the current year will gen-
erally be expanded proportionately by the ratio of the length of the
short taxable year to a full taxable year. Of course, this adjustment
is only to affect the computation of export gross receipts to be used
in determining the amount of the current year's taxable income which
is attributable to base period export gross receipts. The adjustment
is not to.affect the amount of taxable income of the DISC for the
current taxable year or the amount of accumulated DISC benefits from
any base period year.

Adjustments to base period.-The committee amendment includes
three special rules to deal with situations where a corporation has an
interest in more than one DISC, or where a DISC and the underlying
trade or business giving rise to the DISC income have been separated.
The purposes of these rules are, first, to insure that in every year the
base period export gross receipts which are attributable to U'DISC for
purposes of deemed distributions in the current year are appropriately
matched with the current period export receipts of the DISC and,
second, to prevent taxpayers from creating multiple DISCs, or trad-
ing DISCs, to reduce deemed distributions attributable to base period
export gross receipts.

Controlled qroup.-The committee amendment provides that if one
or more members of a controlled group of corporations (as defined in
sec. 993(a) (3) to include all corporations with 50 percent or more
common ownership) qualify as a DISC in the current or base period
years, the amount deemed distributed as taxable income attributable to
adjusted base period export gross receipts to the common shareholder
of the DISCs (and the adjusted taxable income for purposes of the
small DISC rule) is to be determined by aggregating taxable income,
current year export gross receints. and base period export gross re-
ceipts of the commonly owned DISCs. This aggregation is to be
accomplished under regulations prescribed by the Secretary and is to
be reflected on a pro rata besis (i.e., according to taxable income) in
each DISC for purposes of teterminina the deemed distribution from
each DISC. The Secretarv's regulations thns are not intended to
require a.gregation of commonly owned DISCs for all nurnoses (in-
clding for purposes of meeting' the oualiflcations of a DISC). Rather,
this aggregation is to be required only to the extent necessary so that a



taxpayer which exports through more than one related DISC (in the
current year or the base period), cannot gain any advantage by increas-
ing its exports in one DISC or the other, since the base period of both
DISCs are taken into account in determining the amount of the
deemed distribution of taxable income attributable to base period
export gross receipts. In determining base period export receipts for
this purpose, commonly owned DISCs are to use the same 3 base years
during the base period. It is intended that in cases where two DISCs
are members of a controlled group, but where an unrelated person owns
some stock in one of the DISCs, the aggregation rule does apply in
computing any deemed distribution to that shareholder.

Separation of DISC and its trade or buines.-A second special
rule is provided for situations where the ownership of a DISC and
the underlying trade or business which gives rise to the export gross
receipts of the DISC are separated. This could arise through the sale
of the underlying trade or business or through a tax-free reorganiza-
tion in which the DISC and the underlying trade or business are sep-
arated. The special rule requires that a person owning the underlying
trade or business during the taxable years after the separation of the
trade or business from the DISC be treated as having, in any
DISC in which the owner of the trade or business has an interest,
an amount of additional export gross receipts for base period years
equal to export gross receipts -in base period years of the DISC attribu-
table to that trade or business.

The effect of this provision is to provide a double attribution of
base period export gross receipts in cases where a DISC is separated
from the underlying trade or business through a tax-free reorganiza-
tion or through a sale of the underlying trade or business. In these
cases the base period export gross receipts of the DISC also remain
with the DISC and are to be taken into account by the shareholders of
the DISC (whether or not the DISC has acquired new shareholders
in a tax-free reorganization) in computing adjusted base period export
gross receipts of the DISC for years prior to the reorganization or
sale.4"

Since, under present law, in the case of a sale or disqualification of a
DISC, the DISC benefits for prior years are recaptured, export gross
receipts for base period years prior to any sale (or disqualification) are
to be reduced on a pro rata basis to the extent of the recapture,
For example, if a DISC which was disqualified was entitled to defer
$100 of accumulated DISC income, $40 of which was recaptured, the
export gross receipts for the base period years are to be reduced by
40 percent.

A separation of the DISC and the underlying trade or business
does not occur if the DISC and the trade or business which gave rise
to the base period export gross receipts of the DISC are owned

s"For ePxample, if a DTC alonp is transferred in a section 355 spin-off transaction, the
shareholders of the DISC after the transfer will in computing any deemed distributors.
tok- into account the adjusted base period export gross receipts for ol1 base years of the
DISC. including years prior to the section 355 transaction. In addition, the owners of
the trade or business from which the DISC is spun off will also be treated as having base
period report gross receipts equal to the amount of the bass period export gross receipts
of the nISC which was spun off. rhese amounts are to be added to any base period export
cross receipts which may exist in any DISC in which the owners of the trade or business
have an interest or subsequently obtain an interest.



throughout current taxable year by members of the same controlled
group, but only to the extent that the ownership of the DISC and the
trade or business is proportionate during all of the current taxable
year (i.e., the taxpayer owns the same proportionate amount of stock
in the DISC as it owns in the trade or business during the current
year). As a result, in cases where a DISC is transferred at the same
time that the underlying trade or business is transferred (either by
sale or tax-free reorgaization), the double attribution of the base
period export gross receipts of the DISC does not apply. The intent
of these provisions is to prevent taxpayers from separating a DISC
from the underlying trade or business giving rise to the export gross
receipts of the DISC in order to reduce base period export gross
receipts.

hareholder of two or more unrelated DISC.-A final special
rule is provided to apply to situations where a person owns a partial
interest in a DISC (i.e., 5 percent or more of the stock of a DISC).
Under this rule, if a person has had an interest in more than one DISC
(either simultaneous ownership or ownership of one DISC during the
base period and ownership of the second DISC during the current
year), then, to the extent provided in regulations prescribed by the
Secretary to prevent circumvention of the rules for deemed distribu-
tions of taxable income attributable to adjusted base period export
gross receipts, amounts equal to that shareholder's pro rata portion of
the base period export gross receipts of DISCs owned during the base
period are to be included in base period export gross receipts of DISCs
currently owned by the shareholder. This provision is intended to give
the Commissioner general authority to prevent situations where, by
having an interest in more than one DISC, a taxpayer could artificially
reduce the base period export gross receipts that would otherwise be
attributable to a currently active DISC in order to obtain a smaller
deemed distribution in the current year.

Where the provisions of the first two special rules are applied, it is
contemplated that generally the rules regarding deemed distributions
will not have been circumvented, and thus no further adjustment of
base period export gross receipts is to be required. Further, it is intend-
ed that this provision will generally not be applied in cases where a
taxpayer has sold all the shares he held in any DISC, since the amount
of benefits received from that DISC will have been recaptured. How-
ever, the Secretary is to have authority to attribute base period gross
receipts to more than one DISC in cases of separations and acquisitions
of DISCs from underlying trades or businesses if such double attribu-
tion is consistent with the purposes of the special rules of the bill and
is appropriate to eliminate any incentive to separate DISC assets from
their underlying trades or businesses.

Small DIS08 emeeption-The bill exempts small DISCs 'from the
new incremental rules. Under the bill, DISCs with adjusted taxable
income in the current taxable year of $100,000 or less are not subject
to the new incremental rules. Instead, these DICSs will continue to
receive the full DISC benefits provided under existing law. The ex-
ception is phased-out on a 2-for-1 basis so that DISCs with taxable
income of $150,000 or more receive no benefit.
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DISCs with taxable income of over $100,000 for a taxable year are to
be treated as having made deemed distributions equal to the amount of
their adjusted base period gross export receipts, but this amount is first
to be reduced by twice the excess (if any) of the $150,000 over the
DISC's adjusted taxable income. The effect of this provision is to phase
out the special treatment for small DISCs on a 2-for-1 basis, so that
DISCs with adjusted taxable income of $150,000 or more receive no
benefit from the rule and DISCs with adjusted taxable income between
$100,000 and $150,000 will lose $2 out of the $100,000 exemption for
each $1 of adjusted taxable income beyond $100,000."6

For purposes of this special rule for small DISCs, adjusted taxable
income means the taxable income of the DISC not including interest
on producer's loans or gain on the sale or exchange of property by the
DISC, which gain is attributable to any unrecognized gain of any per-
son which transferred the property (in a nonrecognition transaction)
to the DISC. These amounts are automatically deemed distributed to
the shareholder of a DISC under present law, and thus should not
affect the taxable income of the DISC for this purpose.

Termination of DISC benefits for military goods.-The Committee
amendment terminates DISC benefits for certain military goods when
there is no competition with foreign-made military goods. Military
goods are defined as any property which, at the time of sale, is con-
sidered to be "arms, ammunition, or implement of war" and is
designated as such in the munitions lists published by the Secretary of
State pursuant to the Mutual Security Act of 1954 (22 U.S.C. 1934)
regardless of whether they are exported for military or civilian use.
However, if a determination is made by the Secretary of Treasury
(after consultation with the Secretary of Defense) that the property to
be exported is competitive with foreign manufactured products the
export will be eligible for DISC. The Military Security Act of 1954
requires that military-type goods be registered with the Secretary of
State before they can be exported from the United States. imported
into the United States, or sold within the United States. Pursuant to
this legislation a list is published (22 CFR 121) by the State Depart-
ment which specifies in detail what articles are subject to the registra-
tion requirements of the Act.

Generally, a U.S. manufactured military good is competitive
with a foreign manufactured product if any equipment which is the
same or similar to the military good is available even though the
specifications are not identical and even though the foreign purchaser
generally purchases military equipment from the United States.

Exclusion from base period.-For purposes of establishing base
period export gross receipts of a DISC some of the products of which
have been made ineligible for DISC benefits under the amendment (or
under the Tax Reduction Act of 1975), an adjustment is to be made

sFor example, a DISC with saixatm taxable Ina.ore of $120.000 which had adjusted
base period export receipts of $200,000 might without the small DISC orovison, have
a deemed distribution of $75.000 and thus would be eligible for DISC benefits only on the
rpmalning $55,000. However under the 2-for-1 phaseout this DISC would be eligible for
DISC benefits on an additional $40.000 of Its DISC income beyond the 555.000 amount
(2 times ($50.000--$10.000)). The DISC would thus be treated as having made a
deemed distribution of taxable income attributable to base period export gs receipts of
$35.000 out of its adjusted taxable income in the current year or $130,000.



to reduce base period export gross receipts of that DISC to reflect the
elimination of DISC benefits for those products or commodities. This
adjustment is to be made by eliminating from each base period year
the amount of actual exports of those commodities or products for
which DISC benefits are eliminated for the current year. Thus, the
amount of reduction in base period export gross receipts is to be com-
puted by tracing and eliminating actual DISC sales in base period
years.

Specwalules.-The committee amendment also includes two pro-
visions relating to the disqualification and recapture of accumulated
DISC income of DISCs which exported goods for which DISC bene-
fits have been eliminated. First, under the bill, if these DISCs con-
tinue to loan their accumulated DISC earnings to the parent com-
pany, these loans will continue to qualify as producers loans if they
would otherwise qualify under the rules that were applicable before
DISC benefits were eliminated for the goods which the DISC exported
and which the parent continues to export. For example, in the case of
a DISC selling military goods, after the elimination of DISC benefits
for those goods the DISC can continue to have qualified producers'
loans to its parent to the extent that the parent exports goods which
would (but for the elimination of DISC benefits for military goods
under this bill) qualify for DISC benefits if sold through the DISC.

In addition, the committee's amendment provides that recapture of
accumulated DISC earnings (because the DISC has become dis-
qualified) is to be spread out over a period equal to two years for each
year that the DISC was in existence (up to a maximum of 10 years),
instead of the 1 year (up to a maximum of 10 years) provided under
present law.

The committee amendment also includes two provisions to resolve
technical problems in existing law. The first relates to recapture of
accumulated DISC income upon disposition of stock of a DISC. Un-
der present law if stock in a DISC is distributed, sold, or exchanged
in certain tax-free transactions (sec. 311, 336, or 337) there is no re-
capture because neither of the conditions for recapture are satisfied:
No gain is recognized and the corporate existence of the DISC is not
terminated. The committee's amendment specifically requires recap-
ture under these circumstances. Conforming amendments with respect
to the partnership provision have also been made (sec. 751(c)).

The second provision relates to the determination of the source of
distributions to meet qualification requirements. Under present law
the combination of the general deemed distribution rule (which re-
quires that shareholders be considered to have received 50 percent of
the DISC's taxable income) and the rule prescribing the source of
any distribution made to meet the 95 percent export receipts require-
ment, can result in partial double counting of the DISCs taxable in-



come insofar as terminating deferral of taxation to its shareholders
is concerned.

4

The committee amendment meets this problem of double counting
by altering the source rules for distributions to meet qualification
requirements.

Under the committee amendments one-half of a distribution to meet
qualification requirements (which is made to satisfy the requirement
of sec. 992(a) (i) (A) relating to the 95 percent qualified export re-
ceipts requirement) is considered distributed according to the source
rules of section 996(a) (2) (i.e., first out of untaxed earnings) and
the remaining one-half is considered subject to the source rules of sec-
tion 996 (a) (1) (first out of previously taxed earnings) .48

Finally, the committee's amendment clarifies the category of prod-
ucts for which DISC benefits were eliminated under the Tax Reduc-
tion Act of 1975. In that Act it was intended that DISC benefits be re-
pealed for articles the supply of which is exhaustible or nonrenewable
(such as products derived from oil or gas or hard minerals). The stat-
ute as drafted refers to products "of a character with respect to which
a deduction for depletion is allowable ... under section 611". This
reference to section 611 had the unintended result of including some
articles the supply of which is inexhaustible or can be renewed (for
example, timber). Because of this possible interpretation, the com-
mittee agreed to modify the provision by limiting its application to
products for which depletion is allowable under sections 613 or'613A.

Under this provision, if a product is eligible for percentage deple-
tion (e.g., oil or gas), the exports of that product are not entitled to
DISC benefits regardless of whether that DISC or its shareholder is
eligible for percentage depletion.

Effective date
In general, the DISC provisions, including the provision establish-

ing an incremental base for DISCs, apply to taxable years beginning
after December 31, 1976. However, there are exceptions. The commit-
tee's amendment provides an exception to this effective date for sales,
exchanges and other dispositions made after October 2,1975; but before

"7For eansmle. assume a DISC has $1100 of taxable income WS of which Is attributable
to oqalified export reciots and $20 of whie Is not attributable to tinlified export
receipts. If the corporotiou qualifies as a DISC by re son of making a distribution to
meet auaificatioo reouirement. -50 of the DISC's taxable income is to-ed to the shared
holder.. The rules relatinT to dintribuytions to meet ouaicson requirements asav'It
nccessary for the cororatlon to distribute $20 (the nonqallled export reeistoi. Slte
'ndor present law dist-ntioons to meet suallfiration renulrements are deemed to cotne
first from accumulated DISC income (and next from other earnls and profits). the 520
is tod in ifll asn. This results In the taxable income attributable to the n6nquli"Me
receipts belm distributed, in effect. one and one-half times--one-half as part at the
50 percent deemed distribution and in full as a distribution to meet ualfication
renulrements.

.The effet of this precision eoo he seen be ref-cria- to the enamale used prevoliy in
describing, the problem with present low. If a corporation has ifiC0 taxable Iseomep. $00
of which ia attributahle to qualified exeort receipts and $20 of whieh in attclhotable to
receIpts which do not suallft so ayalified export receints, it can still obtain n.lMfieation
as , DlST, ift I makes a dlntibition to meant nylfieatlon requirements tsnreant to ace.
992cC 1 of $20. Under present law. the foll 820 Is accordingn to the oreet sou-ce rules)
conidered to he fSrt from accumulated DISC aud hence table In fnli to th- distrihte
shareholders. Under Your committee's hill. one-half of the $20 distriyition Is considered
(.eeording to the source rmiss of sec. 996 (a) t I to be firSe from nrevisslv tared Ineome
with the remained" one.h'lf first from accominlated DISC income inursmnt to nee.
9W.) (2l). To this manner, the full amount of tanstion to the shareho.lde-n (a re.lt
of the deemed distrihaion of 800 eurno-e t -P. 9Qo(b)ill )l and the $20 distribution
to meet uaullflention reouirementsia is 5A0 t120 of noini-llfed income plus $40, one-
half of the qualified income) rather than $70 as under present law.
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October 3,1978, which are made pursuant to a fixed contract. The com-
mittee's amendment also applies this fixed contract exception to those
products for which DISC benefits were eliminated under the Tax
Reduction Act of 1975 (generally hard minerals and oil and gas), and
allows this exception for sales, exchange and other dispositions made
after March 17, 1975, but before March 18,1980. A fixed contract is de-
fined as any contract which was, on October 2, 1975 (or March 17,
1975) and is at all times thereafter, binding on the DISC, or on a tax-
payer which is a member of the same controlled group (within the
meaning of see. 993(a) (3)) as the DISC.

The contract need not be formalized in writing in order to be bind-
ing, if the taxpayer can establish through substantial documentary
evidence (such as Board of Directors' resolutions, letters of intent,
etc.) that the contract was in fact binding and contained fixed price
and fixed quantity provisions on and after October 2, 1975. However,
the contract must not have been binding at any time prior to the date
on which the DISC became qualified as a DISC or prior to the time
the taxpayer and the DISC became members of the same controlled
group.

In addition, only contracts under which the price and quantity
terms relating to the products or commodities to be sold, exchanged,
or otherwise disposed of cannot be increased with any discretion are to
be considered fixed contracts. For example, if a contract permits a
price increase only upon the occurrence of specified conditions not
within the discretion of the seller (such as increased labor or raw
material costs), which conditions do not include increases for income
taxes, the contract is to be considered a fixed price contract. However,
if the seller can vary the price of the product for unspecified cost in-
creases (which could include tax cost increases), the contract is not to
be considered a fixed price contract. Furthermore, if the quantity of
products or commodities to be sold can be increased or decreased
under the contract by the seller without penalty, the contract is not
to be considered a fixed contract with respect to the amount over
which the seller has discretion. For example, if a contract calls for a
minimum delivery of X amount of a product but allows the seller
to refuse to deliver goods beyond that minimum amount (or allows a
renegotiation of the sales price of goods beyond that amount), then
with respect to the amount above the minimum the contract is not a
fixed quantity contract.

In cases where the binding contract rule allows for a continuation of
DISC benefits for any DISC, the decrease in base period export gross
receipts which is provided under the bill attributable to prodficts for
which DISC is eliminated is to be modified by adding back into the
base period an amount of export sales equal to the amount of export
sales in the base period for which DISC benefits have since been elimi-
nated (without regard to the binding contract rnle) multiplied by a
fraction, the numerator of which is the amount of export sales for
which DTSC benefits are allowed (because of the binding contract
rules) and the denominator of which is the amount of export sales for
which DISC benefits would be eliminated in the curent year (assuming
that the binding contract rule were not in effect.) This rule, in effect,
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requires that a portion of the base period export gross receipts reduc-
tion due to the general elimination of DISC benefits for certain types
of products is to be included in base period export gross receipts to the
extent that the binding contract rule allows a continuation of any
DISC benefits for any products in the current year.

Revenue effect
This provision will increase budget receipts by $84 million in fiscal

year 1977, $306 million in fiscal year 1978, and $495 million in fiscal
year 1981.



L. ADMINISTRATIVE PROVISIONS

L Disclosure of Internal Revenue Service Determinations (sec.
1201 of the Bill and new sec. 6110 of the Code)

Present law
As a well-established part of the tax system, the National Office of

the Internal Revenue Service provides written advice to taxpayers on
the tax treatment of their specific transactions.

Advice with respect to a proposed transaction may be issued upon
a written request from the taxpayer, giving factual details about the
transaction and after the taxpayer answers the questions the IRS
may have about the transaction. (Information provided by the tax-
payer to the IRS often contains confidential financial (or personal)
information about the taxpayer. Some of this information is repeated
in the letter of advice that is issued by the IRS). The letter of advice
generally is called a "ruling" and is in the form of a letter to the
taxpayer.'

The letter ruling to the taxpayer has been treated as "private" in the
sense that it is issued in response to the request of the taxpayer and
is officially kept confidential. Even if another taxpayer obtains a copy
of a private ruling, he cannot use it as a precedent in his own case.
Private rulings apply only to the taxpayer who is the subject of the
ruling.

In addition, the IRS publishes revenue rulings in its official bulletins.
Taxpayers and IRS employees may rely on these published rulings as
precedent. However, before publication, all identifying information is
deleted from the proposed revenue ruling, facts may be altered to con-
ceal identity, the position of the Service may be changed, and this
sanitized version is subject to extensive administrative review.

In 1974, the Technical Office of the National Office handled 28,346
ruling requests. Approximately one-half of these (14,329) dealt with
requests for changes in accounting periods and methods; these re-
quests are handled rapidly and normally do not involve any sub-
stantive issue of general interest.3

I Statement of Procedural Rules 1 601.201 : Rev. Proc. 72-3, 1972-1 Cum. Bul. 698,
modified by Rev. Proe. 73-7. 1973-1 Cum. Bul. 776. However. the IRS will not rule on
all trasaILtioUs. For ample, the IRS will not rule on whether compensation is reason-
able in amount or on whether a taxpayer who advances funds to a charitable orgasiza-
tion and receives a promissory note therefore may deduct as contributions amounts of the
note forgiven by the taxpayer In later years. Rev. Proc. 72--, 1972-1 Cum. Bal. 718. In
addition, In some cases, the IRS has established guidelines describing the form a transac-
tion must take before a favorable ruling will be issued. See. e.g. 1ev. Proc. 75-21. 1075-1.cam. Bal.. 715. which sets out conditions which a transaction must meet before a favorable
rullns will he granted that a transaction is a leveraged lease and not a conditional sale.

SWhile so erroous ruling issued to a taxpayer may be modified or revoked, generally
(in the absence of an omission or misstatement of material facts or change in law) an
advauee letter ruling which is rolled upon by the taxpayer in good faith will not be modi
fled or revoked retroactively if the facts whIrh subsequently develop are not materially
different from the facts on which the ruling was based. Statement of Procedural RulesI 6l01.203 (1) (0).

*Under the Code, generally a taxpayer who changes his period or method of account-
Ing must, before computing his taxable income under the new method, secure the consent
of the il. (Sees. 442 and 44e(s).)
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Of the remaining rulings in 1974, the Technical Office responded to
14,017 taxpayer ruling requests. These ruling requests were on the
following general subjects:

Subject request
Actuarial matters ------------------------------------------------ 1,019
Administrative provisions -------------------------------------------- 42
Employment and self-employment taxes ------------------------------- 423
Engineering questions ----------------------------------------------- 69
Estate and gift taxes ---------------------------------------------- 817
Exempt organizations -------------------------------------------- 4,120
Other excise taxes ------------------------------------------------- 421
Other income tax matters ------------------------------------------ 6,196Pension trusts --------------------------------------------------- 1, 410

Total ----------------------------------------------------- 14,017
The National Office of the IRS also will answer requests for advice

from the district offices on issues that arise in the course of an audit
of a taxpayer's return. This advice is in the form of a technical advice
memorandum. Technical advice memoranda are addressed to a field
office of the IRS but have an effect similar to that of a private letter
ruling in that the technical advice involves a determination of tax
questions concerning a particular taxpayer who generally has a right
to, and usually does, participate in the technical advice proceeding.
In 1974, the IRS handled 1,602 requests for technical advice.

In 1974, the IRS published 626 revenue rulings in its official bulle-
tin. The source of these revenue rulings was both private rulings
and technical advice memoranda. In one of the areas of tax law
generally considered to be very complex-that of corporate reor-
ganizations--the IRS published 25 rulings in 1974. In that same
year, there were approximately 2,000 private rulings issued in the
corporate reorganization area.

The Freedom of Information Act (FOIA) (5 U.S.C. § 552) be-
came effective on July 4, 1967. The FOIA requires each agency to
make available for public inspection and copying "interpretations
which have been adopted by the agency * * * ." (5 U.S.C. § 552(a)
(2) (B).) However, there are a number of exceptions from the re-
quirement of disclosure under the FOIA, including matters that are
specifically exempted from disclosure by statute. (5 U.S.C § 552(b)
(3).)

Recently, the courts have considered the issue of whether private
rulings are exempt from disclosure under the FOIA because they
constitute tax returns (or return information) under the Internal
Revenue Code secss. 6103 and 7213). In these cases, both the United
States Court of Appeals for the District of Columbia and the United
States Court of Appeals for the Sixth Circuit held that private letter
rulings were not covered under secs. 6103 and 7213 of the Code and
were subject to disclosure under the FOIA. Taw Analysts & Advo-
cates v. Internal Revenue Service,4 and Fruehauf Corp. v. Internal
Revenue Service.'

In addition, in Fruehauf, the court held that technical advice mem-
oranda were to be open to inspection to the extent intended for issu-

'505 F. 2d 350 (D.C. Cir. 1974).5522 F. 2d 284 (6th Cir. 1975), petition for certkrsanted Jsa. 12, 1976.
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ance to a taxpayer. However, in Tax Analysts, the court held that
a technical advice memorandum was not open to inspection, being a
part of a tax return and therefore exempt from disclosure under the
FOIA (by reason of secs. 6103 and 7213 of the Code).

In 1975, a suit was brought under the FOIA to compel release of
all private letter rulings issued by the IRS since July 4,1967, the effec-
tive date of the FOIA. Tax Analysts & Advocates V. Internal Revenue
Service, Civil Action No. 75-0650 (D.D.C.), filed April 28, 1975.

On December 10, 1974, the IRS issued proposed procedural rules
dealing with the publication of private rulings. In general, these pro-
posed rules provide for public inspection beginning approximately 30
days after the issuance of the ruling. (Furthermore, in certain cases, a
delay in public inspection could be granted for an additional period
not to exceed 13 weeks.) Under these proposed rules, the IRS would
make available for public inspection the full text of private rulings,
including identifying information. However, these proposed rules pro-
vide procedures for protecting trade secrets and certain matters relat-
ing to national defense or foreign policy.

On March 25, 1975, the IRS held public hearings on these proposed
rules, at which time there was substantial public comment. In addi-
tion, the IRS was informed by the Justice Department that at least
one part of the proposed rules (dealing with "required rulings") might
be contrary to other principles of law.

Reasons for change
Although the private rulings procedure has significant advantages

for both the IRS and taxpayers, the system also contains some sub-
stantial problems. It has been argued that the private ruling system
has developed into a body of law known only to a few members of the
tax profession. For example, an accounting or law firm with offices in
Washington may have a library of all the private ruling letters issued
to its clients. Such a firm may be in a position to advise other clients
as to the current IRS ruling position because of its special access to
these rules of law. This, in turn, has tended to reduce public confi-
dence in the tax laws. Additionally, the secrecy surrounding letter
rulings has generated suspicion that the tax laws are not being applied
on an even-handed basis.

These types of concerns led to the lawsuits described above to open
private rulings to public inspection. While two courts have held pri-
vate rulings to be open to public inspection, significant additional
questions have been raised since these court decisions. These questions
concern the parts of a ruling file that should be published, whether
private rulings should be available as "precedent" for other taxpayers,
what procedures should be established to allow taxpayers to claim
that protected material should not be disclosed, etc.

The foregoing questions generally apply to future as well as to past
rulings. There are additional questions concerning past rulings, how-
ever, because taxpayers who previously obtained rulings applied for
them in reliance on the IRS position that the information submitted
to the IRS would be treated as confidential tax information.

The committee agrees with the previous court decisions that private
rulings should be made public. Only in this way can all taxpayers be



assured of access to the ruling positions of the IRS. Also, this will
tend to increase the public's confidence that the tax system operates
fairly and in an even-handed manner with respect to all taxpayers.
However, the committee believes that the problems described above
should be resolved by legislation, since the courts have not previously
been given guidance by the Congress on these difficult issues in the
tax field.

The problems should be resolved so that the public will have an
exclusive remedy with respect to the disclosure of rulings and related
material.
Explanation of provision

Under the committee amendment, IRS written determinations, i.e.,
rulings, technical advice memoranda, and determination letters would
generally be open to public inspection; that is, they would be made
available for public inspection and copying in a public reading room
in or near the issuing office. A complete set of IRS rulings and technical
advice memoranda would 'be made available in a central public 'ead-
ing room in Washington, D.C. It is intended that a subject-matter index
would also be placed in the public reading rooms. This index would
classify rulings, etc., on the basis of th-rCode sections and issues in-
volved. (It is anticipated that, as is presently the ease with respect to
other aspects of the tax law, various commercial services will make per-
tinent parts of this material available to people located elsewhere.)
However, it is not contemplated that existing IRS indices will be dis-
closed. The House bill achieved a similar result.

Generally, any written determination issued by the IRS (including
written determinations issued at the District Director's level as well
as National Office rulings) is to be open to public inspection under
the committee amendment. Generally, a written determination would
not be considered a ruling, technical advice memorandum, or deter-
mination letter unless it recites the relevant facts, explains the appli-
cable provisions of law, and shows the application of the law to the
facts. Thus, documents such as a notice of deficiency (sec. 6211),
reports on claims or refund, or similar documents required to be issued
by the IRS in the course of tax administration would not be considered
rulings. Public inspection would apply only to a written determi-
nation actually issued to a person pursuant to his request and to a
written determination (such as a technical advice memorandum) re-
quested by an IRS employee in the course of an audit, tax collection,
or similar proceeding. Public inspection would not apply to unissued
written determinations or background information with respect to
them.

Moreover, the committee amendment does not provide for the pub-
lic inspection of technical advice memoranda issued in connection with
fraud and jeopardy proceedings until after such proceedings are
completed.

Additionally, the committee amendment would not require public
disclosure of a closing agreement entered into between te IRS and
a taxpayer which finally determines the taxpayer's tax liability with
respect to a taxable year. (Where it is in the interest 6f a taxpayer
and the IRS, a closing agreement may be made in aier to provide
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certainty as to a person's past tax liability.) The committee under-
stands that a closing agreement is generally the result of a negotiated
settlement and, as such, does not necessarily represent the IRS view
of the law. The committee intends, however, that the closing agree-
ment exception is not to be used as a means of avoiding public dis-
closure of determinations which, under present practice, would be
issued in a form which would be open to public inspection under the
committee amendment.

Similarly, the committee amendment does not apply to an IRS
decision to accept a taxpayer's offer in compromise under a special
procedure designed to permit the compromise of disputed issues. Sum-
maries of accepted offers in compromise are open to public inspection
under present law. (The committee amendment does not in any way
change these provisions of present law.)

The committee amendment also does not apply to IRS determina-
tions issued after September 2, 1974 as to whether a pension, profit-
sharing, etc., plan, an individual retirement account, or an individual
retirement annuity qualifies under the tax law, or as to whether an
organization is tax-exempt, because these determinations are generally
open to public inspection under present law (sec. 6104(a) (1)). Also,
the committee amendment specifically requires the disclosure (sec.
6104) of determination letters with respect to applications filed after
October 31, 1976, issued to an organization described in section 501 (c)
or (d) with respect to its tax-exempt status.

Generally, under the committee amendment, the text of a deter-
mination, after having been sanitized so that there are no identifying
details, is to be made open to public inspection. This differs from the
approach taken in the House bill, under which the full text of a
determination (including the name and address of the person to whom
it is issued) isr'ied after July 4, 1967 would be made open to public
inspection.

Under the committee amendment, identifying details consist of
names, addresses, and any other information which the Secretary de-
termines could identify any person, including the taxpayer's represen-
tative. In some situations, information included in a determination
(other than a name or address) may not identify a person as of the
time the determination is made open to public inspection, but that
information, together with information that is expected to be dis-
closed by another source at a later date, will serve to identify a person.
Consequently, in deciding whether a determination contains identify-
ing information, the Secretary is to take into account information that
is available to the public at the time that the determination is made
open to public inspection as well as information that is expected to
be publicly available from other sources within a reasonable time after
the determination is made open to public inspection.

Generally, it is intended that the standard the IRS is to use in de-
termining whether information will identify a person is a standard of
a reasonable person generally knowledgeable with respect to the
appropriate community.' The standard is not, however, to be one of
a person with inside knowledge of the particular taxpayer.

SThe appropriate community could be, e.g., an industrF or a geographical community and
will vary or the problem involved. For example, the 'community" for a steel company
will be all steel producers. but may be also the locate in which, e.g.. the main plant is to
be located if the determination deals with a land transaction.



Before any written determination requested after October 31, 1976,
is made available for public inspection, any person who receives a rul-
ing or determination letter or to whom a technical advice memorandum
pertains must be personally notified in writing that public disclosure
is about to occur. It is intended that this notification be made at the
time the written determination is issued. Such person will then have
60 days within which to discuss with the IRS the information to be
made available for public inspection and to bring a suit to restrain
disclosure. It is expected that the IRS will develop administrative pro-
cedures which will facilitate the settlement of disputes without litiga-
tion. It is also expected that the IRS will not make any written
determination open to public inspection before it advises the person
to whom it pertains, in writing, as to any deletion which he has
requested but with which the IRS disagrees. Moreover, the IRS may
not make any written determination available for public inspection
until 15 days after the initial 60-day period has expired, but it must
make the written determination available no later than 30 days after
such initial 60-day period has expired if no court proceedings are com-
menced. Such 60-day period will start on the date the IRS actually
mails a notice to the person to whom the determination pertains, indi-
cating that the written determination that he received is about to be
made public. If any court action is commenced during such 60-day
period to challenge the decision of the IRS with respect to disclosure,
the IRS may not make the disputed portion of the written determina-
tion open to public inspection until after a final court decision.

In order to protect against impropriety and undue influence in the
rulings, etc., process, the committee amendment establishes a flagging
procedure with respect to written determinations requested after Oc-
tober 31, 1976. If a particular determination is the subject of a contact
(written or otherwise) by anyone other than the taxpayer or his repre-
sentative before the determination is issued, the IRS will be required
to note that fact at the time the determination is made public, by noting
the date of the contact and by identifying the nature of the contact
by category, e.g. White House, Congressional, Department of the
Treasury, trade association, etc. It is expected that the IRS will make
a written notation of all telephone contacts from outside parties with
respect to a particular written determination. Contacts made by an
employee of the IRS are not to be noted. For this purpose, employees
of the Office of Chief Counsel of the IRS are to be considered employees
of the IRS. In addition, contacts made by the Chief of Staff of the
Joint Committee on Internal Revenue Taxation are not to be noted.

If any person wishes to obtain further information regarding the
identity of the contacting party and the nature of the contact, he may
request access to the IRS background files. Upon payment of the
charges for search, deletion and copying (subject to provisions for a
reduction or waiver of these charges where the disclosure is in the
public interest), the IRS will be required to make available to the
third party information in the background file pertaining to the con-
tact made, including the name of the contacting party and the person
to whom the contact was addressed. Moreover, if a third party wishes
to learn the identity of the applicant for the written determination,
he may bring suit in the tax court or the United States District Court



for the District of Columbia. The identity of the applicant may not
be disclosed unless the court finds evidence in the record from which
one could reasonably conclude that an impropriety occurred or that
undue influence was exercised, and if the court finds that the disclosure
would be in the public interest.

The conunittee amendment, in addition for providing for the dele-
tion of identifying details from determinations made available for
public inspection, adopts in general the exemptions from public dis-
closure under the FOIA. The House bill included certain of these
exceptions, but the committee amendment conforms more closely to
the FOIA standards.

As part of the procedure for obtaining an IRS determination, a tax-
payer is required to submit detailed relevant factual information for
IRS consideration. Frequently, this information is repeated in the
IRS determination. The committee is concerned that if a taxpayer's
confidential information necessary for an IRS determination is open
to public inspection, the taxpayer may be injured financially or by
loss of his personal privacy. As a consequence, taxpayers may become
reluctant to request an IRS determination (even though their names
will be deleted from the material made public).
, The committee does not intend that the IRS ruling program

should be hindered by public disclosure. The ruling program benefits
both taxpayers and the IRS (which obtains advance information
about transactions through the ruling program). The committee
amendment, therefore, provides that trade secrets -and commercial or
financial information obtained from a person and privileged or con-
fidential is not to be publicly disclosed. However, in determining the
information to -be deleted, the IRS, except where the item to be dis-
closed relates to a trade secret, is directed to take into account the fact
that generally, the identity of the taxpayer will not be made public.

Where the structure of a transaction is disclosable but disclosure of
the amounts involved is not allowed under this rule, the committee
believes that in normal circumstances the application of the tax law
can be fully demonstrated by using "artificial" numbers, for example,
by substituting $8X and $9X for $400 and for $450.

The committee amendment also provides for the deletion of infor-
mation the disclosure of which would constitute an unwarranted
invasion of personal privacy. Under this provision, matters including
(but not limited to) a pending (but not yet public) divorce; medical
treatment for, e.g., cancer; adoption of a child; or the amount of an
individual's gift usually would be protected.

The committee amendment, following the FOIA exceptions, goes
on to provide for the deletion of matters that are specifically required
by Executive order to be kept secret in the interest of the national
defense or foreign policy, and which are in fact properly classified
pursuant to the Executive order; geological and geophysical informa-
tion and data, including maps, concerning wells: and matters contained
in or related to examination, operating or condition reports prepared
by, on behalf of, or for the use of an agency responsible for the
regulation or supervision of financial institutions. This last exception
is needed e.g., to protect the standing of financial institutions. For
example, a regulatory agency-may issue a confidential report requir-



ing such an institution to classify a loan as a bad debt. Subsequently,
the IRS may be called upon to determine whether the loan should
be treated as a bad debt for tax purposes. The IRS may, of course,
take the agency's report into account in deciding upon the proper
tax treatment of the item. The committee believes, however, that the
banking agency's report should not be publicly disclosed by the IRS
determination because it may damage the standing of the bank. Con-
sequently, the committee amendment, like the House bill, provides
for deletion of this type of information contained in the reports of
such agencies.

Additionally, the committee amendment, like the House bill, requires
deletion of information which is exempt from disclosure under an-
other Federal statute which applies to the IRS. In some cases, a status
tory nondisclosure provision applies only to a particular agency; in
other cases, such a provision may apply to all agencies. Under tle
committee amendment, information submitted to another Federal
agency by a person under a nondisclosure rule applicable only to that
agency would not be exempt from disclosure by the IRS merely be
cause that person also submitted the information to the IRS. Of course,
if the IRS obtained the information directly from the other agency
under a nondisclosure rule of that agency, it would not be subject to
disclosure by the IRS.

However, if in an action for disclosure of the identity of an applicant
for an written determination, the court determines that disclosure of
identity is appropriate, it may also, under appropriate circumstances,
direct the IRS to make public any portion of the material deleted under
the FOIA exemptions adopted by the committee.

Under the committee amendment, unlike the House bill, disclosure
is not limited to the written determination alone. Although initially,
only the determination will be made available, the background file
may be obtained by the public upon request, after payment of charges
for search, deletion of identifying details, and copying. However,
these charges may be reduced or waived where disclosure, is in the
public interest, and it is anticipated that no further charge will be
made for deletions in the case of a subsequent request for the same
background file document. Background files need not be made avail-
able for public inspection and copying in a public reading room.

Aside from the request for a determination, the background file in-
cludes, but is not limited to, correspondence between the IRS and the
taxpayer and third party submissions. However, background files
would not be available for public inspection with respect to general
written determinations issued prior to July 4, 1967.

Also the committee amendment recognizes that under some circum-
stances, it serves no purpose to disclose written determinations deal-
ing with changes of accounting methods or taxable years, which are
almost always routine. Therefore, under the committee amendment,
IRS determinations regarding approval of the change of a taxpayer's
taxable year or accounting method, of the accounting year or fuming
method of a qualified pension. etc., plan, or of a partner's or partner-
ship's taxable year must be disclosed only if the IRS regards it as a
guideline. Routine determinations in this area, together with back-
ground information, will be subject to disclosure only if the deter-
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mination is requested after October 31, 1976, and, then, only if the
third party seeking such a determination pays the charges for search,
deletions, and copying

Information which is contained in a written determination or back-
ground file document, but which is not made open to public inspection
under the new rules, is treated as "return information" and subject
to the nondisclosure rules of section 6103.

Under present administrative rules, a private letter ruling, techni-
cal advice memorandum, or determination letter is not to be used as a
precedent by the IRS or any person. If all publicly disclosed written
determinations were to have precedential value, the IRS would be
required to subject them to considerably greater review than is pro-
vided under present procedures. The committee believes that resulting
delays in the issuance of determinations would mean that many tax-
payers could not obtain timely guidance from the IRS and the rulings
program would suffer accordingly. Consequently, both the committee
amendment and the House bill codify the present administrative rules
by providing that determinations which are required to be made open
to public inspection are not to be used as precedent. Thus, if the IRS
issued a written determination to a taxpayer with respect to a speci-
fied transaction which occurred in a particular year, and that tax-
payer or any other taxpayer engages in the same transaction in a subse-
sequent year, the earlier determination could not be used by the tax-
payer or the IRS as a precedent for the subsequent year unless the
determination specifies that it applies to a series of such transactions.

However, under the committee amendment, the IRS may, but only
in a widely circulated official government publication (such as the
Internal Revenue Bulletin), designate determinations which will be
used as precedent, except that the precedential value, if any, of excise
tax determinations will remain the same as under current law.

The committee amendment relates to the disclosure of all rulings,
technical advice memoranda, and determination letters, whether or not
issued after July 4, 1967. However, certain rules to determine the
order in which disclosure is to occur are provided in the case of those
rulings, etc., requested prior to November 1, 1976. In general, no such
rulings, etc., will be available prior to the prescribed time. Contin-
gent upon the availability of funds specifically appropriated to the
IRS for the purpose of making prior determinations open to public
inspection, the IRS is directed to release, on a last-in, first-out basis.
all prior determinations issued under the 1954 Code which have been
used by the IRS as guidelines for other determinations. Thereafter,
the IR'S is directed to release, on the same basis, all prior non-guideline
determinations (other than non-guideline determination letters) is-
sued after July 4, 1967. Third, the IRS is directed to release, on a last-
in, first-out basis, all prior determinations issued under the internal
revenue laws as in effect prior to 'the 1954 Code which have been
used by the IRS as guidelines for other determinations. Finally, deter-
minations issued on or before Julv 4,1967 will not be formally released
by the IRS, although they will be available upon request after they
are made open for public inspection, but only upon payment of charges
for search, deletion, and copying. In no event, however, is the dis-
closure of IRS written determinations under pending court actions to
be delayed under the above rides.



Unlike the House bill, the committee amendment includes a records
disposal provision, to enable the IRS to follow its normal records
disposition procedures. The IRS may not dispose of any written deter-
mination which it has used as a guideline for other determinations.
The IRS may dispose of any other written determination requested
after October 31, 1976 not earlier than 3 years after the document is

first made available to the public for general written determinations
requested prior to November 1, 1976, however, the committee amend-
ment extends the retention date to January 20, 1979. Moreover, if
funds are appropriated so that the IRS will be able to make priorde-
terminations open to public inspection, the IRS will be unable to dis-
pose of such prior determinations earlier than 3 years after the docu-
ment is first made available to the public. This record retention pro-
vision in the committee amendment relates not only to a written deter-
mination but also to the related background file.

It is anticipated that the IRS is to establish a special temporary unit
for the purpose of making prior determinations open to public inspec-
tion and that this unit is to be phased out as these prior determinations
are made public.

Under both the committee amendment and the House bill, the IRS is
to issue notice in the Federal Register of the application of the new
disclosure rules to prior determinations requested before November 1,
1976, and the intent to make them public. It is understood that a notice
may relate only to a limited category of determinations (for example,
determinations issued between July 4, 1967, and December 1, 1967. No
part of such a prior determination is to be made open to public inspec-
tion under these rules before the expiration of 90 days following the
notice in the Federal Register. If any court action is commenced dur-
ing the first 75 days within such 90-day period to challenge the deci-
sion of the IRS with respect to disclosure, the IRS may not make the
disputed portion of the written determination open to public inspec-
tion until after a final court decision.

Generally, a written determination which is required to be made
open to public inspection under the committee amendment is to be
placed in a public reading room in or near the office where issued (such
as the National Office or the District Office, where appropriate) no
earlier than 75 days and no later than 90 days after the IRS actually
notifies the person who receives any ruling or determination letter or
to whom a technical advice memorandum pertains of the impeding dis-
closure. However, prior determinations may not be made open to pub-
lic inspection until 90-days after publication of the required notice in
the Federal Register. Moreover, in the event of litigation, disclosure
is to be made within 30 days after the final determination, unless an
extension is granted by the court.

In order to prevent interference with pending transactions, however,
the committee amendment and the House bill provide for public in-
spection to be delayed where necessary until the completion of a trans-
action involved in the determination. Under this provision, disclosure
may be delayed (for an initial period of up to 90 days) until 15 days
after the Secretary determines that the transaction is completed. The
first extension is to be automatic on a showing that the transaction will
not be completed until the period in question has passed. A second a-



tension (up to an additional 180 days) could be granted Where the
transaction is not complete at the end of the initial period and the
Secretary determines that there is good cause for delay. The burden
of showing good cause is to be on the person requesting the delay. The
second extension would expire not later than 15 days 'after the date of
the Secretary's determination that the transaction is complete. Thus, if
both extensions are allowed for the completion of a transaction, the
determination is to be made open to public inspection within 360 days
after it is issued.

If a written determination and related background file is made open
for public inspection and the IRS intentionally or willfully fails to
delete any information required to be deleted or to follow the pre-
scribed disclosure procedures, the recipient of the written determina-
tion or any person identified in the written determination may bring
itcivil action in the Control of Claims for damages.

If agreement cannot be reached between the Secretary and the per-
son who receives a ruling or determination letter or to whom a tech-
nical advice memorandum pertains as to the extent of public dis-
closure, and administrative remedies have been exhausted, the person
involved may petition the Tax Court for a decision as to whether the
disputed portion of the IRS determination or background file docu-
ment is properly open to public inspection under the new rules. If such
a petition is not filed, the Secretary is to make the determination or
document open to public inspection under the new rules in accordance
with his findings, within the time period described above.

A petition must be filed with the Tax Court before the IRS de-
termination or background file document has been made open to pub-
lic inspection under the new rules. A petition is to be served on the
Secretary, and within 15 days after the petition is served on him, the
Secretary is to notify (by registered or certified mail) any person to
whom the determination pertains (other than the petitioner) of the
filing of the petition: Once a person has received a notice of the filing
of the petition, he may intervene in the case but he may not thereafter
file a petition himsef. (This will ensure that all issues of confidential-
ity raised, before public inspection is allowed and arising out of a
single IRS determination are heard in one action before the Tax
Court.) The Tax Court proceedings could be in camera to the extent
necessary to preserve protected information from being disclosed as a
result of the proceedings. The Tax Court would be required to make
a decision in the case at the earliest practicable date and expedited in
every way. It is expected that the rules of the Tax Court will permit
disclosure cases to be heard at the same locations at which tax cases
are heard and additionally will permit any disclosure case under the
amendment to be heard in Washington; D.C. The burden in the case
would be on the person seeking to restrain disclosure.

A decision of the Tax Court in such a case could be appealed only to
the United States Court of Appeals for the District of Columbia
unless the Secretary agrees with the person involved to review by
other court of appeals (sec. 7482(b)). The IRS determination
would be made open to public inspection solely in accordance with a
final decision of the Tax Court, except to the extent that additional
disclosure is required in a later action to obtain additional public
disclosure (discussed below).



The committee amendment, like the House bill, provides a special
procedure for third parties to obtain additional disclosure of an IRS
written determination or background file document (or portion there-
of) which has not been made open to public ins ection. This is re-
quired so that independent third parties can chahenge IRS decision
as to what part of a written determination or document is to be made
public. A person seeking additional disclosure of an IRS written de-
termination or background file document is to submit a written request
for the information to the IRS. The Secretary is to provide admis-
trative remedies for a person seeking greater disclosure. After exhaust-
ing such remedies, the person seeking additional disclosure could pe-
tition the Tax Court or file a complaint in the District Court for the
District of Columbia to compel additional disclosure. It is expected
that the rules of the Tax Court will prove that the actions may be
brought at the same locations at which tax cases are heard and at
Washington, D.C., and that rules will be developed to prevent sub-
sequent relitigation with respect to the same written determination or
document. No action to compel additional disclosure of a written de-
termination could be brought more than 3 years after any portion of
the determination is made open to public inspection under the new
rules.

The court is to examine the matter de novo and without regard to a
decision to restrain or permit disclosure in any court action between
the IRS and a person involved in the written determination or related
background file document. The proceedings would be subject to the
same rules that would apply under the FOIA if the proceeding were
brought under the FOIA on the date of enactment of the bill. Thus,
for example, the IRS would generally be required to file its answer
within 30 days after the petition or complaint is filed, the case would
have a high priority on the docket of the court, the rtitioner or
complainant could be awarded costs where he substantially prevails
in the action, disciplinary proceedings could be commence against
IRS employees in appropriate cases, and failure to comply with a
court order compelling additional disclosure could be punished under
contempt rules. As under the FOIA, the burden would be on the Sec-
retary or other parties seeking to prevent additional disclosure.

Additionally, the committee amendment provides that where a pe-
tition or complaint is filed to compel additional disclosure the Secre-
tary is to notify any person identified by name and address in the
written determination within 15 days after the petition or complaint
is served on the Secretary. Such person and any person to whom such
written determination pertains could intervene in the case. After
sending the notice, the Secretary would not be required to defend the
case and would not be liable on account of disclosure of the determina-
tion (or any portion thereof) in accordance with a final decision of
the court.

A decision of the Tax Court in such a case could be apeled only
to the United States Court of Appeals for the District of Columbia
unless the Secretary agrees with the person involved to review by
another court of appeals (sc. 7482(b) ).

Under the committee amendment, the public inspection of rulings,
technical advice memoranda, and determination letters and related
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background files could be accomplished only pursuant to the rules
and procedures set forth in the amendment, and not those of any other
provision of law, such as the FOIA. However, the amendment is not
to be construed as excluding production pursuant to a discovery order
made in connection with a judicial proceeding, or with respect to re-
quests pending in the courts under the FOIA.

Effective date
The new rules would apply after October 31, 1976.
Revenue effect
This provision has no effect on Federal revenues.

2. Disclosure of Tax Returns and Tax Return Information (sec.
1202 of the bill and sec. 6103 of the Code)

a. In general
Present law

Under present law, all income tax returns are described as "public
records." However, tax returns generally are open to inspection only
under regulations approved by the President, or under Presidential
ordero1

This applies to returns concerning income tax, estate tax, gift tax,
manufacturers excise taxes, communications tax and transportation
tax. The statute does not cover returns concerning a number of other
types of taxes.2

Additionally, the statute provides a number of specific situations in
which tax returns can be disclosed. State and local government offi-
cials may inspect tax returns for the purpose of administering State
and local tax laws. (Sec. 6103 (b).) Shareholders owning at least
1 percent of the outstanding stock of a corporation may examine the
returns of the corporation and its subsidiaries. (See. 6103(c).)

Whether a person has filed a tax return is information available to
the public. (Sec. 6103(f).)

Returns are available to the Department of Labor and tim Pension
Benefit Guaranty Corporation as needed to administer the 1974 pen-
sion reform act. (See. 6103(g).)

Generally, unlawful disclosure of tax information by a Federal or
State employee is punishable by a $1,000 fine or a year of imprison-
ment, or both. A Federal employee also is to be dismissed from office
or discharged from employment for unlawful disclosure. Sec. 7213 (a)
(M)

*r Under the statute. income tax returns are open to Inspection upon order of the Presi-dent and ner Treasury rules and regulation approved by the President (sec. 6103(a)(1)) and also are 'open to public exanatiou sod ioopection" to the extent authorized
in roies and regulations established by the President. (Sec. 6103 (a) (2).)

Estate and gift tax murno and miscellaneous aeise tax returns also are open toinsppetion under roles and regulations established by the President.
sClasses of returns open to inspection at the Commissioner's discretion include:(a) Rules Apllcable to Secovery of Excessive Profits on Government Contracts. Chap-tr 4); (b) Federal Insnrance Contributions Act (Chapter 21); 'c) Railroad Retirement(Chapter 22) ; (d) Collection of Income Tax at Source on Wages chapterr 24) ; (e) SpecialFuels (Subehapter E of Chapter $1): (f) Taxes on wagering (Chapter 35) ; (g) CertainOther excs Taxes (Chaster 6)-(i) Oscupational Tax on coin-0perated Devices (5ub-chapter B.) (2) Tax on use of Certain Vehicles (Subehapter D), (2) Tax on Use of CivilAircraft (Subehapter E) ; (h) Sugar (Subehapter A of Chapter 27) ; (I) Regulatory Taxes

Chapter 9) ; (3) Private Foundations (Chapter 42) ; (k) Taxes on Distilled Spirits,
Wines, and Beer (Chapter 51) ; (1) Taxes on Tobacco, Cigars, Cigarettes and CigarettePaters and Tubes (Chapter 52) : (m) Taxes on Machine guns and Certain Other Firearms
(Chapter 53). IRM 1272, Disclosure of Oicial Information Handbook 320.



These statutory rules have been supplemented by a number of
regulations and executive orders. The regulations are of two general
types, those allowing inspection on a case-by-case basis and those
allowing general inspection of tax returns. On a case-by-case basis,
every Federal agency may have'access to tax returns on the written
request of the head of the agency and in most cases in the discretion of
the Secretar of the Treasury or the Commissioner. Under these
"case-by-case

' regulations, returns have been made available to a
number of agencies.,

Also, returns are available on a case-by-case basis to an attorney of
the Department of Justice (or U.S. attorney) "where necessary in the
performance of his official duties." (Reg. § 301.6103(a)-1(g).) Re-
turns are also available to the Department of Justice for use in liti-
gation in which the United States is interested in the result. (Regs.
p301.6108-1(b).

The regulations allowing general inspection of tax returns apply to
a few specific agencies and provide that the agency in question may
obtain tax returns for given purposes. Under these regulations, the
agency in question does not have to specify the reason for inspection,
the person who will inspect, etc. The amount of information disclosed
under these regulations varies with the agency. In other cases, dis-
closure may occur with respect to several thousand returns a year and
in other cases (involving use for statistical purposes), disclosure of
limited amounts of information regarding millions of taxpayers may
occur each year.4

In addition to the provisions of the Internal Revenue Code and the
Treasury regulations, the Privacy Act of 1974 (Public Law 93-579)
and the Freedom of Information Act (5 U.S.C. 552) affect the dis-
closure of tax information. The Privacy Act generally prohibits an
agency from disclosing any of its records concerning an individual to
another agency without that individual's consent. Howevr, under
this Act, records may be disclosed to other agencies without such
prior consent for a "routine use," for civil and criminal law enforce-
ment activities, to the Bureau of the Census for census purposes, and
in certain other cases.

Reasons for change
It has been stated that the IRS probably has more information

about more people than any other agency in this country. Conse-
quently, almost every other agency that has a need for information

' Disclosure of tax returns has been made under this provision. e.g., to the Civil Serwice
CommissIon, the Department of Defense the FeAeral Communications Commission, the
Federal Deposit Inauranre corporation, the Federal Home Loan Bank Board, the Federal
Power commission, the Federal Trade Commission, the Department of the Interior, the
Interstate Comme l e Commiaon, the National Labor Relations Board, the Post Office,
the Small Business Adminstratios, the Tennessee Valley Authority, the Department of
Transportation. and the Veterana Administration. In many of these altuatmens, only a few
returns were involved. tGenerally the returns were used for investigative purposes in
connection with matters within the- JurisAiction of the agency.

'Under the general inspection regulations, tax information may be obtained by the
Department of Health. Education, and Welfare to administer title Ii (old age. etec.henefts) of the Serial Security Act (aeg. 5 501.SlO3(a)-100) by the securities andRachange commission for statiattea purposes (0ege. 03.elOS(a)-le2) hr the Advt-sory commission on Intergoverumental Relationa for stdying the easrdination seld

implifcation of the tan laws (Reg. | S0l.StOta)-le); by the Department of com-
merce ad the Renegotiation Board "in the the internal management of the
government" (Reg. I 301.e'O)It(-104. li.l : and by the Federal Trade 'cmsisan

to old in carrying out the Federal Trade commIsaion Act (Beg. I l.I I3(a)-leS).
Also, the regulations provide that standing committees of Congress may obtain tag
information as authorized hy executive order and reasotion of the committee (BegsI 3 il6 s10?(a)-e a1).
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about U.S. citizens, therefore, logically seeks it from the IRS. How-
ever, in many cases the Congress has not specifically considered
whether the agencies which have access to tax information should have
that access.

The statutory rules governing the disclosure of tax information
have not been reviewed by the Congress for 40 years. Since that time
a number of rules allowing disclosure of tax information to other
government agencies have been established by executive order andregulation 5

Additionally, questions recently have been raised with respect to
disclosure of tax information to the White House. Apparently, tax
information was transmited to the White House on a number of
well known individuals. Also, tax returns have been provided White
House employees in previous administrations.

Among the Federal agencies, one of the biggest users of tax informa-
tion on an individual case basis (as against a "mass" basis for statis-
tical use) is the Department of Justice. Often this information is used
in the investigation of nontax cases, including all types of criminal
cases, civil cases involving tort liability of the Government, anti-trust
cases, etc. Also, this information is used by strike forces, with IRS
agents and agents of other agencies combining their efforts in crimi-
nal investigations.

Information on tax returns is provided to other agencies for statis-
tical use. In many cases, this information contains limited items and
is used largely as the basis for developing a sample of persons to be
polled by the agency. (This information also is used to provide a
distribution of revenue sharing funds under the statutory formula.)
On the other hand, recently an executive order allowing the Depart-
ment of Agriculture access to tax information to assist in developing
farm statistics was withdrawn after much public and congressional
criticism.

Substantial tax information also is provided to State and local gov-
ernments. In this respect, it has been suggested that there may be in-
adequate safeguards for preventing unauthorized disclosure of tax
information by some State and local governments.

Questions have been raised and substantial controversy created as
to whether the present extent of actual and potential disclosure of
return and return information to other Federal and State agencies
for nontax purposes breaches a reasonable expectation of privacy on
the part of the American citizen with respect to such information.
This, in turn, has raised the question of whether the public's reac-
tion to this possible abuse of privacy would seriously impair the
effectiveness of our country's very successful voluntary assessment
system which is the mainstay of the Federal tax system.

In a more general sense, questions have been raised with respect to
whether tax returns and tax information should be used for any pur-
poses other than tax administration.

s however. a number of regulations allowing disclosure were established before 1934,
which was the last ie te Congress dealt segficaIly with disclosure. These regulao-
tions include allowing other government agencies to inspect corporate and individual
returns on a case-by-case basis, allowing the Department of Commerce to inspect returnsfor statistical parposs. allowing inspection by persons with a material Interest in the
return, and permitting a special Senate committee to examine returns.
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Recent Congressional action with respect to privacy in general has
had an impact on the disclosure of tax information. (Privacy Act of
1974, Public Law 93-579.) However, the Congress did not specifically
focus on the unique aspects of tax returns in the Privacy Act.

The committee has reviewed each of the areas in which returns and
return information are now subject to disclosure.6

With respect to each of these areas, the committee has triedto
balance the particular office or agency's need for the information
involved with the citizen's right to privacy and the related impact of
the disclosure upon the continuation of compliance with our country's
voluntary assessment system.

Although present law describes income tax returns as "public rec-
ords", open to inspection under regulations approved by the Presi-
dent, or under Presidential order, the committee felt that returns and
return information should generally be treated as confidential andnot
subject to disclosure except in those limited situations delineated in
the newly amended section 6103 where the committee decided that
disclosure was warranted.

There is no comparable provision in the House bill.

Explanation of provision
The committee amendment provides that as the general rule returns

and return information are to be confidential and not subject to dis-
closure except as further provided in the section. Only those regulations
now in effect and subsequently promulgated by the Secretary which
interpret a specific provision of section 6103 are to continue to have
force and effect after the effective date of this amendment. Conse-
quently, those regulations promulgated under Presidential authority
prior to the effective date of the amendment which do not interpret
any specific provision of this section are no Jlonger to have any force
and effect after the effective date of this amendment.

Under the committee amendment, section 6103 applies to the dis-
closure of a "return" or "return information." "Return" is defined to
mean any tax or information return, declaration of estimated tax or
claim for refund which, under the code, is required (or permitted) to
be filed on behalf of or with respect to any person. It also includes any
amendment, supplemental schedule or attachment filed with the tax
return, information return, etc. However, a "written determination"
(as defined under section 6110(b)) which is included with or attached
to a return filed by a taxpayer is not to be considered a return.

The term "return information" is to include the following data per-
taining to a taxpayer: his identity, the nature, source or amount of his
income, payments, receipts, deductions, exemptions, credits, assets, lia-
bilities, net worth, tax liability, tax withheld, deficiencies, overassess-
ments and tax payments. It also includes any particular of any data,
received by, recorded by, prepared by, furnished to, or collected by the
IRS with respect to a return filed by the taxpayer or with respect to
the determination of the existence, or possible existence, of liability
(including the amount of liability) for any tax penalty, interest, fine,
forfeiture, or other imposition, or offense provided for under the code.

0Many of the situations in which disclosure is now allowed are not based upon any
specific provision of the Code. but instead derive from regulations prescribed by the Presi-
dent under the general authority provided him to do so under section 6103(a).



Information as to whether a taxpayer's return was, is being, or will be
examined or subject to other investigation or processing is also to be
considered return information.

Return information is to include any part of any "written determi-
nation or any background file document relating to such written
determination" (as these terms are defined in section 6110(b) ) which
is not open to public inspection under section 6110.

"Taxpayer return information" is return information which is filed
with or furnished to the IRS by or on behalf of the taxpayer to whom
the return information relates. This includes, for example, data sup-
plied by a taxpayer's representative (e.g., his accountant) to the IRS
in connection with an audit of his return. It would also include any
data received by the IRS from a taxpayer's representative pursuant to
an administrative summons which was issue in connection with an
IRS civil or criminal tax investigation of the taxpayer.

The term "taxpayer identity" means the name of a person with
respect to whom a return is filed his mailing address, and his taxpayer
identifying number (as defined in section 6109), or a combination
thereof.

The term "disclosure" means the making known to any person in
any manner whatever, including inspection, a return or return infor-
mation. The terms "inspected" and "inspection" mean any examination
of a return or return information.

b. Disclosure to Congress

Present law
Congressional committees fall into three categories for disclosure

purposes. The tax committees may inspect tax information, in execu-
tive session. (Sec. 6103(d).) Select committees of the House and
Senate may inspect tax information, in executive session, if specifically
authorized to do so by a resolution of the appropriate body. (Sec.
6103 (d).) Standing and select committees may inspect tax information
under an executive order issued by the President for the committee in
question, and on the adoption of a resolution (by the full committee)
authorizing inspection. (Regs. § 301.6103 (a)-101.) The resolution
must set out the names and addresses of the taxpayers in question and
the periods covered by the returns to be inspected. Subcommittees may
inspect tax information under an executive order and resolution of
the full committee. The designated agents of any authorized commit-
tee also may inspect tax information. (Sec. 6103(d), Regs. § 301.6103
(a)-101.)

The tax committees and select committees authorized to inspect
tax information may submit "any relevant or useful" information
obtained to the House or Senate. (See. 6103 (d) (1) (C).)

Reasons for change
While the Congress, particularly its tax-writing committees, re-

quires access in certain instances to the data contained in return and
return information in order to carry out its legislative responsibilities,

'A new executive order must be Issued every two ears for a committee that wants to
continue to obtain tax information, because an executive order is good only for the
Congress In which it is Issued.
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the committee decided that the Congress could continue to meet these
responsibilities under more restrictive disclosure rules than those pro-
vided under present law.

Explanation of provision
Under the committee amendment the Committee on Ways and

Means, the Committee on Finance, and the Joint Committee on In-
ternal Revenue Taxation, upon written request of their respective
chairmen, would continue to have access to returns and return in-
formation. Duly authorized subcommittees of these Committees would
also have access to returns and return information upon written re-
quest of the Chairmen of these Committees. However, returns and
return information would be required to be received in a dosed execu-
tive session unless the returns and return information would not
identify a taxpayer or that taxpayer consented in writing to the dis-
closure of his identify.

The Chief of Staff of the Joint Committee on Internal Revenue
Taxation is to continue to have access to returns and return informa-
tion without first obtaining a delegation of that authority from the
Joint Committee on Internal Revenue Taxation. The Chief of Staff is
to have the right to submit any relevant or useful information to any
of the tax-writing committees (or duly authorized subcommittees) but
only in closed executive session unless the returns and return informa-
tion would not identify a taxpayer or that taxpayer consented in writ-
ing to the disclosure of his identity.

The nontax committees, and designated and duly authorized sub-
committees, would be furnished returns and return information in
:closed executive session upon (1) a committee action approving
the decision to request such returns, (2) an authorizing resolu-
tion of the House or Senate, as the case may be, and (3) the written
request by the Chairman of the committee on behalf of the committee
(or on behalf of a subcommittee of such committee) for disclosure of

such returns or return information. The resolution of the appropriate
body authorizing these committees to obtain returns or return infor-
mation would specify the purpose for inspection and that inspection
was to be made only if there was no alternative source of information
reasonably available to the committee (or subcommittee). The com-
mittees (or subcommittees), through the committee Chairman and
ranking minority member, could designate no more than 4 agents (2
majority and 2 minority) to inspect the returns or return information
requested.

The tax-writing committees could submit relevant tax information
to the Senate or House, as the case may be. The nontax-writing com-
mittees could submit such information to the Senate or House sitting
in closed executive session.

The Joint Committee on Internal Revenue Taxation could submit
tax information to the Committee on Ways and Means or to the Com-
mittee on Finance (or subcommittees thereof) sitting in closed exe-
cutive session. However, a closed executive session would not be re-
quired if a taxpayer were not identified or if the identified taxpayer
consented in writing to the disclosure of his identity.



c. White House (and other Federal Agencies)
Present law

The Internal Revenue Code does not provide specifically for dis-
closure to the President. However, the Code generally provides that
disclosure can be made as authorized in rules and regulations estab-
lished by the President. (Sec. 6103(a).) Under this provision the
President could issue a "rule or regulation" providing for his access,
and that of White House employees, to tax information. Additionally,
in a previous administration, the then-Chief Counsel of the IRS in-
formed the Commissioner in a legal opinion that, as a constitutional
matter, there are no restrictions on the Commissioner disclosing tax
information to the President. This interpretation was based on that
part of the Constitution which vests executive power in the President
and, on this basis it was contended that 'he was entitled to all informa-
tion relative to his control of the Executive Branch.

President Ford, by executive order, has established rules that govern
the disclosure of tax information to the White House. (Executive
Order 11805, September 20, 1974.) Under this order, tax returns are
available for inspection by the President. Requests for inspection are
to be in writing and signed by the President personally. Requests are
to state the name and address of the taxpayer in question, the kind
of returns which are to be inspected, and the taxable periods covered
by the returns.

Under this executive order, other White House employees also may
obtain tax information. The order provides that the President may
designate, by name, employees of the White House who may receive
tax information. This is limited to employees with an annual rate of
basic pay at least equal to that prescribed by 5 U.S.C. § 5316 ($37,800
per year, as of October 1, 1975). No further disclosure (except to the
President) may be made by such employees without the written direc-
tion of the President.

IRS employees who receive a request for tax information from the
White House have been instructed to promptly communicate that fact
to the Commissioner, through channels. The Commissioner will evalu-
ate the request, and only the Commissioner (or, in his absence, his
deputy) is to make the tax information available to the White House.
This procedure also applies to "tax checks" on potential Presidential
appointees. (IRS Information Notice 74-23, August 9, 1974.)

Generally,. there have been three types of tax information provided
to the White House. In some cases, tax returns, parts of tax returns,
or analyses of tax information with respect to specific individuals
have been provided the White House.' The White House also receives

'For example. John J. Calflehl teetaltle that. while employed at the White House, hereceived tax information concerning Billy Graham, John Wayne, a number of individuals
in the entertainment industry who were 'politically active," and an individual working in
the re-election campaign of former President Nixon. (Testimony of John J. Caulfield
before the Senate Select Committee on Presidential Campaign Activities. March 23, 1974.)

Additionally. Clark Mollenhoff. while a White Rouse employee, received tax information
relatir to the 198 presidential campaign of Governor George Wallace and to income
received by his brother. Gerald Wallace. (Affidavit of Clark B. Mollenhoff before the
House Committee on the JuAicIar., daced June 4. 1974.1 Also. Carmine Bellino. formerly
special consultant to President Kennedy, received tax returns in 1961 while conducting
Ingertionsa for the white House (and simultaneously the Justice Department and the

te a committee on investiga
t
ions of the Government Operations Commit-1L.eV. j:Xt.mso UPl gmrc, Apr'il16, 1070'. )



information on "tax checks" of Presidential appointees. Under the
current procedure, a tax check on a potential Presidential appointee
is initiated by the White House Office as part of a "security and
conflicts review" to which the potential appointee consents. As part
of this review, the FBI conducts a "full field investigation" which
includes checks with various governmental agencies, including the
Internal Revenue Service. Therefore, the inquiry to the IRS with
respect to a potential Presidential appointee comes directly from the
FBI rather than from the White House.

Under the procedure established, only the Commissioner (or, in his
absence, the Deputy Commissioner) may authorize disclosure of in-
formation under a tax check made for the White House. Additionally,
under the Commissioner's procedures, the information provided is
limited to whether an individual has filed income tax returns for the
immediately preceding three years; owes any unpaid taxes and, if so
for what years; has been under any criminal tax investigation and the
result of such investigation; or has been assessed a penalty for fraud
or negligence. (IR Manual, MT 1272-6 (8-22-74).)

This information is reported to the FBI which in turn reports it to
the White House Counsel's Office. The White House Office transmits
a report to the President that the security and conflicts review of
the potential appointee has either been approved or disapproved. The
tax information received by the White House Office is, under present
practice, not transmitted to any other office in the White House.

The White House security and conflicts review is used for Presi-
dential appointees, White House staff, some of the Executive Office
staff and others who receive a "White House pass" giving them access
to the White House and to the President. Tax checks are also made on
persons nominated for Department of Commerce "E" Awards (estab-
lished by Executive Order 10978). In addition to tax checks at the
request of the White House, some tax checks are made at the request
of other Federal agencies. These checks may be made at the request
of the head of the other agency, and apparently also may be made at
the request of other agency ollicers or employees.

Rea8ons for change
The committee recognizes the President's need for certain tax in-

formation, particularly, if not entirely, in the "tax check" area. The
committee amendment, to a large extent, codifies President Ford's
Executive Order 11805, September 20,1974, which, among other things,
restricts access to tax information to a relatively limited number of
people in the White House. Moreover, the committee felt that the
White House should report to the Congress regarding the disclosures
of tax information made to it. Consequently, annual reporting require-
ments were imposed upon the White House. Similar requirements were
also provided with respect to tax checks made by other Federal
agencies.

Explanation of provisim
Under the committee amendment upon the written request of the

President, signed by him personally, disclosure of return and return
information is to be made to the President and/or to certain named
employees of the White House Office. A request is to be required to
specify the name and address of the taxpayer whose return is sought,



the kind of return and return information sought, the taxable period
or periods of such returns and return information, and the reason dis-
closure is requested.

The President and the head of a Federal agency (and their desig-
nated employees) also may make a written request for a "tax check"
with respect to an individual who is designated as being ufider consid-
eration for appointment to a position -in the Executive or Judicial
Branch of the Federal Government. The "tax check" is limited to the
inquiry as to whether an individual has filed income tax returns for the
last 3 years, has failed in the current or preceding 3 years to pay any
tax within 10 days after notice and demand, has been assessed a negli-
gence penalty within this time period, has been or is under any crim-
Ial tax investigation (and the results of such investigation), or has

been assessed a civil penalty for fraud.
Disclosure of returns and return information under this provision

is not to be made to any employee of the White House or Federal
agency who does not earn the rate of compensation specified by see-
tion 5316 of title 5, United States Code (currently, $37,800 per year).
Moreover, these employees will not be allowed to disclose returns
and return information to any other person except the President or
thehead of the agency, as the case may be, without the personal writ-
ten direction of the President or the head of the agency.

The President and the head of any agency requesting returns and
return information under this section will be required to file an annual
report with the Joint Committee on Internal Revenue Taxation. This
report is to set forth the-taxpayers, the returns or return informa-
tion involved, and the reason for requesting such returns or return
information. However, the President will not be required to report
.ou requests for returns and return information pertaining to current
employees of the Executive Branch. The Teports will not be disclosed
unless the Joint Committee on Internal Revenue Taxation determines
that disclosure of such reports (or the parts of the reports) would be
in the national interest. Thus, if the Joint Committee on Internal Rev-
enue Taxation determined that the President or any Federal agency
used the return or return information obtained under this section for
improper political purposes, it could determine to make a report of
this to the Congress.

The reports will be maintained by the-Joint Committee on Internal
Revenue Taxation for a period not exceeding 2 years unless, within
that~period of time, the Joint Committee on Internal Revenue Taxa-
tion determines that a disclosure to the Congress is necessary.

d. Tax Cases
Pesent l

Tax returns and other tax information may be furnished without
written application to U.S. Attorneys and Justice Department attor-
neys in civil or criminal tax cases referred by the IRS to the Justice
Dnartment for prosecution or defense. (Begs. § 301.6103 (a)-1 (h).)
Where the Justice Department is investigating a possible violation of
the civil or criminal tax laws and the matter has hot been referred
Mv the ]RS, a Justice Department attorney or U.S. Attorney may
"in tax information upon written application where it is "necessary

bi the performance of his official duties." (Regs. § 301.6103(a)-i (g).)



The written application must state the name and address of the tax-
payer, the kind of tax, the tax period, and the reason inspection is
desired. It must be signed by the Attorney General, Deputy Attorney
General, an Assistant Attorney General or by a U.S. Attorney.

The Justice Department can obtain the returns of potential wit-
nesses and third parties. Also, in a tax case, (or any other case), the
IRS will answer an inquiry from the Justice Department as to
whether a prospective juror has been investigated by the IRS. (Regs.
§ 301.6103 (a)-I (h).) However, other tax information is not available
for examining prospective jurors.

Tax information obtained by the Justice Department may be used
in proceedings conducted by or before any department or establish-
ment of the Federal Government or in which the United States is a
party. (Regs. § 301.6103(a)-1(f).)

The Justice Department is responsible for almost all civil and
criminal tax matters litigated before the Federal courts (except for
the Tax Court). Most civil tax cases handled by the Justice Depart-
ment involve refund suits by taxpayers where the taxpayer's liability
is directly in issue; in refund cases, it is common for the taxpayer to
place his tax return in evidence.

Most criminal tax cases generally are based on referrals from the IRS
recommending prosecution. In these cases, as well as civil tax cases,
the Justice Department is routinely furnished the entire IRS file on
the taxpayer.

Tax returns obtained by the Justice Department generally pertain
to the taxpayer whose civil or criminal tax liability is directly involved
in the case. However, the Justice Department also may obtain directly
from the IRS district offices tax returns of potential witnesses for the
taxpayer or Government, and third parties with whom the taxpayer
has had some transactional or other relationship.

The returns of witnesses generally are obtained for purposes of
cross examination and impeachment. In many cases, the information
obtained from the witness' tax return is used to cast doubt upon his
credibility as a witness, as opposed to establishing the tax liability in
issue.

Additionally, in the course of a tax case, the Justice Department
may obtain the return of a third party who will not be a witness in the
case, but who has had a transactional relationship with the taxpayer
involved in the case. In a criminal tax case, thir-party returns may
be used to develop leads to evidence establishing the guilt of a defend-
ant. In civil tax cases, third-party returns may be used to develop
evidence pertaining either directly to the tax liability of a taxpayer, or
to impeach the testimony of the party whose tax liability is at issue
(or to impeach the testimony of witnesses testifying on his behalf).

The Government also obtains the tax returns of its own witnesses to
determine the veracity of their proposed testimony and their credi-
bility in general.

Reasons for change
The committee recognizes the need of the Justice Department to

continued access to tax returns and return information in carrying out
its statutory responsibility in the civil and criminal tax areas. While

'In the U.S. Tax Court, the Commissioner Is represented by the Chief Counsel for the
RS.



the onmittee decided to maintain the present rules pertaining to the
disclosure of returns and return information of the taxpayer whose
civil and criminal tax liability is at issue, restrictions were imposed
in certain instances at the pre-trial and trial levels with respect to the
use of third-party returns where, after comparing the minimal bene-
fits derived from the standpoint of tax administration to the potential
abuse of privacy, the committee concluded that the particular dis-
closure involved was unwarranted.

SEteplanation of provision
The Justice Department would continue to receive returns and re,

turn information with respect to the taxpayer whose civil or criminal
tax liability was at issue.

The return or return information of a third party would be dis-
closed to the Justice Department in the event that the treatment of an
item reflected on his return is or may be relevant to the resolution of
an issue of the taxpayer's liability under the Code. Thus, for example,
the returns of subchapter S corporations, partnerships, estates and
trusts may reflect the treatment of certain items which may be rele-
vant to the resolution of the taxpayer's liability because of some rela-
tionship (i.e., shareholder, partner, beneficiary) of the taxpayer with
the corporation, partnership, estate, or trust.

In cases involving the assessment of a penalty upon a person
for failure to pay over withholding taxes, the reflection of such items
on a corporate return as wages paid, taxes withheld, and the corporate
office held by the person, may be relevant to the resolution of the issue
of liability for the penalty.

The treatment (or absence of treatment) of alleged loans and gifts
on a return may also be relevant to the resolution of the issue in
criminal fraud net worth cases.

The return or return information of a third party would also be
disclosed to the Justice Department where the third party's return or
return information relates or may relate to a transaction between the
third party and the taxpayer whose tax liability islor may be at issue
and the return information pertaining to that transaction may affect
the resolution of an issue of the taxpayer's liability. For example, the
treatment on a buyer's return regarding his purchase of a business
would be relevant to the seller's tax liability resulting from the sale of
the business. The buyer may be amortizing what he claims to be a
covenant not to compete, whereas the seller may be claiming capital
gain treatment unon the alleged sale of "goodwill""

The return reflecting the compensation paid to an individual by an
employer other than the taxpayer whose liability is at issue would not
meet either the item or transaction tests described above in a reasonable
compensation case. Thus, for example, the reflection on a corporate
return of the compensation paid its president would not represent an
item the treatment of which was relevant to the liability on an un-
related corporation with respect to the deduction it claims for the
salary it paid its president.

In section 482 cases (involving the reallocation of profits and losses
apwog -related companies), where it is sometimes necessary to deter-
mxine the prices paid for certain services and products at arms-length
between unrelated companies, the return or return information of a



company which was unrelated -to the taxpayer company would not be
disclosable under either the item or transaction tests described above.

The disclosure of a third party return in a tax proceeding (includ-
ing the U.S. Tax Court) will be subject to the same item and transac-
tional tests described above, except that such items and transactions
must have a direct relationship to the resolution of an issue of the
taxpayer's liability.

Only such part or parts of the third party's return or return
information which reflects the item or transaction will be subject to
disclosure both before and in a tax proceeding. Thus, the return-of a
third-party witness could not be introduced in a tax proceeding for
purposes of discrediting that witness except on the item and transac-
tional grounds stated above.

In those cases where the absence of the reflection of an item or
transaction on a third party's return is or may be related (or directly
related in a tax proceeding) to the resolution of an issue, the IRS
would not be authorized to disclose such return, but would be author-
ized to verify in a written statement the absence of the reflection of
such item or transaction.

The Secretary will have the discretion to refuse to disclose third
party return information for purposes of use in a tax proceeding if
he determines that such disclosure would identify a confidential in-
formant or seriously impair a pending civil or criminal tax investi-
gation.

Except in those instances where a tax matter was referred by the
IRS to the Department of Justice, and tax refund cases under Sub-
chapter B of Chapter 76, the Department of Justice would be required
to make a written request (by the Attorney General, the Deputy At-
torney General, or an Assistant Attorney General) for the inspection
or disclosure of returns and return information, setting forth the
reasons for such disclosure or inspection.

In tax cases, the Department of Justice will be allowed to inquire of
the IRS as to whether a prospective juror has been under an audit or
investigation by the Internal Revenue Service. The Internal Revenue
Service will only be allowed to respond affirmatively or negatively to
that inquiry. The taxpayer whose civil or criminal tax liability is at
issue (and his legal representative) in the case have the same right
to this limited disclosure.

e. Federal Agencles--Nontax.Criminal Cases

Present law
Under Treasury regulations, a U.S. Attorney or an attorney of the

Department of Justice may obtain tax information in any case "where
necessary in the performance of his official duties." This may be ob-
tained on written application, giving the name of the taxpayer, the
kind of tax involved, the taxable period involved, and the reason in-
spection is desired. The application is to be signed by the U.S. Attorney
involved or by the Attorney General, Deputy Attorney General, or an
Assistant Attorney General. (Regs. § 801.6103(a)-i (g).)

Tax information obtained by the Justice Department may be used
in proceedings conducted by or before any department or establish-
ment of the Federal Goveriment or in which the United States is a
party. (Regs. § 301.6103(a)-1(fi.)



The service also will answer an inquiry from the Justice Department
as to whether a prospective juror has been investigated by the IRS.
(Regs. § 301.6103(a)-1(h).) However, other tax information is not
available for examining prospective jurors.

The Organized Crime and Racketeering Section of the Department
of Justice coordinates, through Federal Strike Forces, an integrated
investigation and prosecution program against organized crime and
racketeering activities. These investigations involve the participation
of various Federal agencies, including the IRS.

Examples of nontax crimes which a strike force may investigate
are counterfeiting and forgery, loan sharking, mail fraud, interstate
transportation of stolen property, and illegal payments and loans
to labor unions and employees. Tax information may be used to pro-
vide strike force investigators leads relating to such criminal activity.
Moreover, tax information is used to gather leads or make connections
between various individuals and entities. The tax information con-
sidered most useful by strike force personnel in its nontax criminal
investigation work is that which IRS investigators acquire from par-
ties other than the taxpayer.

Tax information obtained in strike force investigations is used in
prosecuting criminal offenses. Thus, requests are made for tax infor-
mation pertaining to the defendant, and to defense witnesses in the
course of the investigation, at the pretrial level, and sometimes during
the trial. The returns of defense witnesses in nontax criminal trials are
often requested to obtain information for cross-examination and im-
peachment of witnesses.

The tax returns of Government witnesses are also obtained in order
to evaluate the veracity of their proposed testimony, as well as to
evaluate their credibility in general.

Tax information also is obtained with respect to third parties who
have had some transactional or other relationship with the defendant
in order to seek investigative leads.

During the calendar year 1975, there were 166 requests for tax
information by strike forces (and an additional 62 by the Criminal
Division) of ihe Justice Department. The strike force requests con-
cerned 8,103 tax returns of 1,711 taxpayers.

As the chief law enforcement representatives of the Attorney Gen-
eral within their respective judicial districts, U.S. Attorneys are re-
sponsible for investigating and prosecuting persons who violate the
Federal criminal laws.

U.S. Attorneys use tax information in investigating and prosecut-
ing criminal activities. In calendar year 1975. U.S. Attorneys made
1,350 disclosure requests for tax information. These requests pertained
to 17,678 tax returns of 4,330 taxpayers. It appears that a significant
proportion of the requests made by U.S. Attorneys are for criminal
investigative purposes.

Most U.S. Attorney tax datarequests for investigative purposes
pertain to potential "white collar" crimes involving some form of
corruption (e.g., bribery, illegal kickbacks) or "major fraud" (e.g.,
bank, investment, and mail frauds). Ordinarily, requests for tax re-
turns are not made with respect to crimes of violence or for routine
misdemeanor cases.



In connection with the enforcement of nontax criminal statutes
(as well as nontax civil statutes), tax information is available to each
executive department and other establishments of the Federal Gov-
ernment (e.g., SEC and FTC) in connection with matters officially
before them on the written request of the head of the agency. Tax
information obtained in this manner may be used as evidence in any
proceedings before any "department or establishment" of the United
States or any proceedings in which the United States is a party. (Regs.
§ 301.6103 (a)-1 (f).)

Reasons for change
The committee decided that the information that the American

citizen is compelled by our tax laws to disclose to the Internal Revenue
Service was entitled to essentially the same degree of privacy as those
private papers maintained in his home. Present law and practice does
not afford him that protection-the Justice Department and other
Federal agencies, as a practical matter, being able to obtain that in-
formation for nontax purposes almost at their sole discretion.

The committee decided, therefore, that the Justice Department and
any other Federal agency responsible for the enforcement of a non-
tax criminal law should be required to obtain court approval for the
inspection of a taxpayer's return or return information. The court
approval procedure would not be required, however, with respect to
information indicative of a commission of a nontax crime which is
derived from a source other than the taxpayer.

Explanation of provision
Under section 6103(i), as amended, disclosure of a return or return

information received from a taxpayer, subject to one exception, noted
below, would be made to a Federal agency for nontax criminal pur-
pdses only upon the grant of an ex parte order by a Federal district
court judge.

The order would be granted upon the determination of the judge
that there is 1) reasonable cause to believe, based upon information
believed to be reliable, that a specific criminal act has been committed,
2) reason to believe that such return or return information is or may
be probative of the commission of such criminal act, and 3) reason to
believe that the information sought to be disclosed cannot reasonably
be obtained from any other source. Notwithstanding the fact of the
reasonable availability of the information from another source, the
third requirement described above would be inapplicable if the judge
determined that the return or return information sought constituted
the best and most probative evidence of the commission of the criminal
act.

The first requirement set forth above ("reasonable cause .. .") is
intended to be less strict than the "probable cause" standard for issuing
a search warrant and this requirement is to be construed according to
the plain meaning of the words involved. The term "criminal act" in-
cludes any act with respect to which the criminal penalty provisions
of the Federal nontax statute (which may also include civil penalty
provisions) would apply.

In the case of the Department of Justice, only the Attorney General,
the Deputy Attorney General, or an Assistant Attorney General may
authorize an application for such an order. In the case of other
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Federal agencies, the head of such agency would be required to author-
ize such an application.

This court procedure contemplates an in-camera inspection of the
return or return information by the judge to determine whether any
part or parts thereof meet the requirements of this section. Only
the part or parts of the return or return information determined by
the court to be necessary to the investigation or prosecution would
be subject to disclosure under this section. In this regard, the com-
mittee contemplates that the more personal the information involved
(for example, medical and psychiatric information), the more re-
strictive the court will be in allowing disclosure.

In the event that the Secretary determines that a disclosure would
identify a confidential informant or seriously impair a civil or crim-
inal tax investigation, he would have the authority to withhold the
requested return information from the court order procedure de-
scribed above. This would be accomplished by a certification by the
Secretary to the court of this determination.

The IRS would be precluded under this section from disclosing re-
turn information indicating the commission of a crime to the Depart-
ment of Justice or any other Federal agency where such return infor-
mation was supplied by the taxpayer or his representative. The Depart-
ment of Justice and other Federal agencies would only be able to ob-
tain this information through the court approval procedure described
above.

The Internal Revenue Service would not, however, be precluded
from disclosing to the Department of Justice or any other Federal
agency information which is received from sources other than the tax-
payer and his representatives. It is contemplated that only in those
situations where the information is clearly identified and segregable as
being from sources other than the taxpayer would disclosure occur, and
only in those instances where such information indicates the possible
commission of a nontax Federal crime.

All such information is to be supplied in writing to the Depart-
ment of Justice and other Federal agencies either upon the initiation
of the Commissioner or upon the written request of such agencies. The
written request would specify the name of the taxpayer, the kind of
tax involved, the taxable period involved, and the reasons why inspec-
tion is desired.

Once the Justice Department or any Federal agency has received
returns (or parts thereof) or return information pursuant to the
court order procedure, further disclosure in an administrative hear-
ing or trial relating to the violation of the nontax criminal law would
not be allowed unless there is a showing to the presiding hearing officer
or judge that such return information is probative of the commission
of the crime. Thus, a return (or parts thereof) or return information
would not be admissible for purposes of "collateral impeachment",
i.e., discrediting a witness on matters not bearing upon the question
of the guilt of the defendant.

As with the initial court order procedure, the Secretary would have
the authority to withhold return information from the subsequent
criminal trial or hearing upon his determination that the dis-
closure would identify a confidential informant or seriously impair
a civil or criminal tax investigation. This authority would apply
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and to return information from sources other than the taxpayer fur-
nished by the IRS to the agency. The Secretary would notify the
Attorney General or the head of the agency. (or their delegates) of
the exercise of this authority.

Admission of the return in this proceeding would not, of itself,
constitute reversible error in the event of an appeal of the district
court's finding in the nontax criminal case. Thus, while the admis-
sion of the return in the proceeding would not constitute reversible
error because it was admitted into evidence in violation of this provi-
sion, it nevertheless may constitute reversible error on grounds, ...

By this amendment, the committee does not intend to limit the right
of an agency (or other party) to obtain returns or return information
directly from the taxpayer through the applicable discovery proce-
dures.

f. Nontax Civil Matters--Justice Department and Other Federal
Agencies

Present law
Under the regulations, a U.S. Attorney or an attorney of the Justice

Department may obtain tax information in nontax civil cases in the
same manner and to the same extent as in nontax criminal cases.

The Justice Department has used tax returns in suits brought
against the Government seeking money damages for injury or wrong-
ful death. The tax information is used in these cases to verify the claims
of loss of income, and also to determine, through claimed medical ex-
pense deductions, whether the plaintiff had suffered other injuries be-
fore or after the accident in question.

Tax information is also used in suits concerning the renegotiation of
Government contracts, where the Renegotiation Board has determined
that excess profits were earned on a Government contract. Here, tax
information is used to verify the income earned on the contracts in
question.

Nontax civil cases also involve affirmative money claims, including
civil fraud claims, by the Government against various private parties.
In these cases, tax information may be used to determine whether the
defendant is financially able to pay the demand contemplated by the
Government.

Tax returns are also requested after the Government has obtained a
judgment against a party in order to verify statements made by the
judgment debtor as to his financial ability to make payment of his
debt.

Tax information is available to each executive department and other
establishments of the Federal Government in connection with matters
officially before them. Information obtained may be used as evidence
in proceedings conducted by or before any Federal agency or proceed-
ings to which the United States is a party.

Under the regulations, tax information can be inspected for nontax
administration purposes by Treasury employees (who are not in the
IRS) on the written request of the head of the appropriate bureau or
office. Also, Customs, Secret Service, and other Treasury enforcement



agents may obtain limited tax information on their own request, with-
out the request of the head of their office.

Reasons for change
The committee decided that the current use by the Department of

Justice and other Federal agencies in the nontax civil cases described
above were not warranted in light of the invasions of privacy involved
and the fact of the alternative sources of information available to the
Department of Justice and other agencies in these situations. How-
ever, in one limited instance, the committee decided that the disclosure
of returns and return information, particularly since it pertained to
corporations in most instances (where the invasion of privacy is not
involved) that returns and return information would be disclosed to
the Department of Justice in those cases involving renegotiation of
contracts where the Department of Justice, in defending the United
States in such cases, would use such returns and return information
to verify the income earned on the contracts in question.

Explanation of provision
Under the committee amendment, disclosure of returns and return

information could be made to the Department of Justice in those in-
stances where the Department of Justice was defending the United
States in a suit involving a renegotiation of contracts case previously
determined by the Renegotiation Board.

The committee amendment would not permit disclosure to Treasury
personnel (other than employees of the IRS) of returns or return in-
formation for purposes other than tax administration or statistical use.

By this amendment, the committee does not itnend to limit the right
of an agency (or other party) to obtain returns or return information
directly from the taxpayer through the applicable discovery
procedures.

g. Statistical Use

Present law
Several agencies obtain information from tax returns for statistical

purposes. Under regulations allowing general inspection of tax infor-
mation, the Department of Commerce (Census Bureau and Bureau
of Economic Analysis) is authorized to use information from tax
returns for statistical purposes (Reg. § 301.6103(a)-104). The Fed-
eral Trade Commission (Reg. § 301.6103(a)-106) and the Securities
and Exchange Commission (Reg. § 301.6103 (a)-102) also are author-
ized to use information for statistical purposes.

Gensus Bureau.-The most extensive user of tax information for
statistical purposes is the Census Bureau, within the Department of
Commerce.1 In most cases the Census Bureau does not obtain the full
tax returns. The Bureau uses information from tax returns to- assist
in preparing the Economic Indicators, the Survey of Minority-owned

" For e-ample, In 1975. the following Income tax return records were transferred to the
Census Bnran:

1. 8.40.000 Business Master File Entity Change Records showing employer Identifica-
tion number (EIN). name. address, and in code.

2. 21.200 000 Forms 941 showing INN total compensation, rCA wages, taxable tips,
master file account, tax period, and address change.



Business Enterprises, and the Survey of County Business Patterns.
The Economic Census (conducted every five years) is used for the
Index of Industrial Production (of the Federal Reserve Board), the
Index of Wholesale Prices (of the Bureau of Labor Statistics), and
the Gross National Product accounts. The Current Economic Indica-
tors include information on retail sales, manufacturers' shipments,
orders and inventories, investment, and are used for the Index of
Industrial Production (Federal Reserve Board). These statistics are
used as a basis for national economic policy, for distributing funds by
agencies, by State and local governments in determining their pro-
grams, and by private business in forecasting, marketing, investment,
etc.

In general, these statistics are not based on data from tax returns.
Instead, information from tax returns is used by the Census Bureau
to prepare lists of persons to be surveyed by the Bureau to tabulate
statistical links between data reported by the Service and the Census
Bureau, to excuse smaller firns from filing reports' (by using data
from tax returns instead), and to weed out firms that do not need to
report.

The Census Bureau has made an analysis of the effect of not allow-
ig it to use tax data. Generally, the Bureau has stated that-the effect
of entirely prohibiting it from having access to information from tax
returns would be to significantly increase the costs of collecting data
and to significantly decrease the quality of the statistics developed.

The Census Bureau also uses "relatively small samples of individual
tax records," on a case-by-case basis, to compare income reported in
tax returns with income reported in the census. Similar evaluation
studies are used by the Bureau in connection with surveys such as the
Current Population Survey.

Information from tax returns is also used by the Bureau in deter-
mining amounts to be allocated under revenue sharing; this use was
specifically contemplated by the Congress in establishing the revenue
sharing program (see General Explanation of the State and Local Fis-
cal Assistance Act, H.R. 14370, 92nd Congress, Public Law 92-512,
page 39 (Feb. 12,1973).)

Bureau of Economic Anal -is-The Bureau of Economic Analysis
(BEA) prepares the National Income Accounts, including the Na-
tional Income and Product Accounts focusing on GNPu, and the Bal-
ance of Payments Accounts. BEA has stated that a major input into
GNP is the IRS published Statistics of Income series. However, BEA7
has also stated that it needs access to a sample of individual large
corporation's tax returns to prepare "industry extrapolators," and to
be able to distinguish changes in the IRS Statistics of Income series
that occur on account of shifts in economic development from changes
that occur on account of shifts in tax reporting.

BEA obtains tax information from returns of large corporation
It does not obtain tax information from returns of individuals. Gen-
erally, BEA employees examine IRS transcript cards that summarize
information from 500 to 1,000 returns of the largest corporations.
(In calendar year 1974, BEA obtained 300 "transcript-edit sheets"
of corporate returns.) BEA employees copy data from these cards
and also inspect 20 to 100 tax returns over the course of a year.
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Federal Trade Jorwmission.-The Federal Trade Commission
obtains tax information for use in the Industrial and Financial Re-
ports Program and the Quarterly Financial Report series.'

For the most part, the FTC does not need detailed financial informa-
tion from the IRS. It does not use information about individuals.
The FTC uses the information it receives to develop a sample of cor-
porations which it then surveys. To develop this sample, the FTC
needs the following information: name, address, EIN, industry code,
sample code, and gross assets indicator. The "industry code" tells what
the principal industrial activity of the corporation is. The "sample
code" tells the sampling process used by the IRS with respect to its
Statistics of Income (not with respect to audit, etc.), and does not ap-
pear to be tax information. A gross assets indicator would tell, e.g.,
whether the corporation had gross assets of over $10 million, $5410
million, $3-$5 million, $1-$3 million, or less than $1 million. Other
information, such as the accounting period and the consolidated return
indicator, are helpful to the FTC in developing more accurate statis-
tics, but are not basic to its statistical process.

Securities and Exchange CJomission.-The SEC has not obtained
tax information for statistical purposes for several years, since the
functions for which the SEC required this information were moved
to the Federal Trade Commission.

Reasons for change
The committee recognizes the importance to other Federal agencies

to be allowed the use of returns and return information in connection
with certain of their statistical and research functions. Since there
does not appear to be any real likelihood that the use of returns and
return information by these agencies would, under the procedures and
safeguards provided for in this amendment, result in an abuse of the
privacy or other rights of the taxpayers whose returns and return in-
formation is used, the committee decided that the use of returns and
return information should be available for statistical use by certain
agencies other than the IRS.

Explanation of provision
Under the amendment, the Census Bureau, the Bureau of Economic

Analysis, and the Federal Trade Commission could obtain tax returns
and limited tax information solely for statistical and research pur-
poses authorized by law, but only such tax information as is necessary
to carry out those statistical and research activities. The Federal
Trade Commission and the Bureau of Economic Analysis would only
be entitled to receive corporate tax information.

In addition, returns and return information would be open to
inspection by, or disclosure to, officers and employees of the Depart-
ment of the Treasury (other than officers and employees of the In-

11 The Federal Trade Commission obtained the following tax information in 1974 (the
1975 data are nit yet available) :

1. 58.729 specially prepared abstract sheets for corooration returns.
2. 43 000 Forms 1120. etc.. Including name, address, BIN, date incorporated, gross

recipts. taxable income, total assets industry code, accounting period, and name,Saddrs on
0 

ETN of eonsolidster4 suboidiares
.. 31,00 abstracts of cororate tax returns showing name, address, stp code, KIN,

date incorporated. gross receipts, taxable income, total assets, industry code, account-
Ing period, and name, address, and KIN of consolidated subsidiaries.



ternal Revenue Service) whose official duties require such inspection
or disclosure for purposes' of preparing economic or financial fore-
casts, projections, analyses, and statistical studies and conducting re-
lated activities. Inspection or disclosure would be permitted only upon
a written request setting forth the specific reason or reasons why such
inspection or disclosure is desired and signed by the head of the bureau
or office of the Department of the Treasury requesting the inspection
or disclosure.

Treasury regulations would specify the limited types of tax
information (e.g., name, address, social security number, gross receipts,
etc.) which would be supplied to each agency under this provision. The
publication of any statistical study which would identify any particu-
lar taxpayer would be prohibited.

h. Other Agencies--Inspection on a General Basis

Present law
Under the regulations, several agencies may generally inspect tax

information for qualified purposes, without the head of the agency
having to write a specific request to the IRS identifying the taxpayer
and the reason for the desired inspection. Inspection of tax informa-
tion on a general basis is made 'most often by the Depsrtment of
Health, Education, and Welfare, the Renegotiation Board and the
Federal Trade Commission.

The Department of Health., Education. and Welfare may inspect in-
dividual tax returns as required to administer Title II of the Social
Security Act (old-age, survivor, etc., benefits). Inspection is author-
ized on the written application of env authorized officer or employee
of the department. (Reg. § 301.6103(a)-100.) In calendar year 1974,
the Social Security Administration was furnished 6,633 returns for
administering Title II of the Social Security Act. In most cases tax
data are requested by the Social Security Administration to obtain
evidence of earnings so that an individual's entitlement to monthly
benefits may be properly determined. This information can be used
to the benefit of the individual or to the benefit of the government
with respect to determining Social Security benefits. In addition, 27,-
000,000 employment tax schedules are furaished annually to the Social
Security Administration for purposes of administering the Social
Security Act.

The Renegotiation Board is authorized to obtain income tax in-
formation "in the interest of the internal management of the govern-
ment." The Renegotiation Board is charged with administering the
laws to renegotiate contracts with government contractors to elimi-
nate excess profits. (Reg. § 301.6103(a)-105.) In 1974 the Renegotia-
tion Board was furnished 1,803 transcripts (i.e., abstracts of corpora-
tion tax returns), including information on the taxpayer's gross re-
ceipts, taxable income, accounting period, identification of related com-
panies, etc. The Renegotiation Board uses tax information to determine
whether excessive profits have been derived from contracts and related
subcontracts made with the United States.

The Federal Trade Commission is authorized to obtain income tax
information of corporations "as an aid in executing the powers con-
ferred upon such Commission by the Federal Trade Commission Act."



Any authorized officer or employee of the FTC may make inspection.
(Reg. § 301.6103 (a)-106.)

Reasons for change
The committee decided that in many situations the current use of

returns and return information on a general basis is not warranted.
The committee decided to limit strictly the types of returns and return
information which would be made available to other agencies on a
general basis for purposes other than tax administration or statistical
use, and the situations in which they would be made available. Gen-
erally, these are situations where the return information is directly
related to programs administered by the agency in question.

Explanation of provision
The committee amendment would permit limited disclosures on a

general basis to the Social Security Administration, the Railroad
Retirement Board, the Department of Labor, the Pension Benefit
Guaranty Corporation and the Renegotiation Board for purposes
other than tax administration. Under this provision, disclosure would
be made to officers and employees of the receiving agency who are duly
authorized and specifically designated in writing by the receiving
agency to receive the returns or return information. The disclosure
would be made without the requirement of a written request specify-
ing the particular returns or return information desired.

The committee amendment would permit the Social Security Ad-
ministration to obtain returns and return information concerning
employment taxes for purposes of the administration of the Social
Security Act. Also, the Railroad Retirement Board could obtain re-
turns and return information with respect to railroad retirement taxes.
The Internal Revenue Service would also be authorized to furnish
certain returns and limited return information to designated officers
and employees of the Department of Labor and the Pension Benefit
Guaranty Corporation for purposes of the administration of the pen-
sion reform act (the Employee Retirement Income Security Act of
1974). In addition, as provided in the pension reform act, copies of
annual registration statements of employee benefit plans and related
information concerning vested benefits of employees could be fur-
nished to the Social Security Administration.

Under the committee amendment, the Renegotiation Board could,
upon the written request of its chairman, continue to receive returns
and return information with respect to the income tax for purposes of
administering the Renegotiation Act. The returns and return informa-
tion so provided would be open to duly authorized and specifically
designated officers and employees of the Board personally and directly
engaged in, and solely for their use in, verifying or analyzing financial
information required by the Renegotiation Act to be filed with, or
otherwise disclosed to the Board, or to the extent necessary to imple-
ment the provision in the Code relating to the mitigation of the effect
of the renegotiation of government contracts (sections 1481 and 1482).

The Renegotiation Board, through its chairman, would be allowed
to disclose these returns and return information to the Justice Depart-
ment upon a referral of one of its cases to this agency for further legal
action.



i. State and Local Governments
Present law

On the written request of the State governor, individuals' and
organizations' tax returns may be inspected by State tax officials'for
purposes of administering the State's tax laws. At the governor's
written request, tax information also may be obtained for local govern-
ments to be used in administering their tax laws. (Sec. 6103(b).)
Income tax information is not furnished directly by the IRS to local
governments. Instead, State tax officials furnish such information
to local governments where the IRS has approved such action at the
request of the Governor.

Under the regulations, with the permission of the Commissioner
and for purposes of State tax administration, a State may be allowed
to inspect on a general basis all income, estate, and gift tax returns
filed in the district in which the State is located. The same is true fpr
other types of returns such as estate tax and gift tax returns. Addi-
tionally, the specifically identified returns of taxpayers who filed
within the relevant district, and of taxpayers who filed in districts
which do not include the State in question, may be inspected on a
case-by-case basis on the written request of the State Governor.

On request, the Commissioner may allow each State to inspect on a
general basis all tax returns filed by residents of the State. The
ability to inspect returns under this procedure applies to the physical
inspection of the documents in question.

The States may also enter into tax coordination agreements with
the IRS with respect to inspection of tax information. (These, agree-
ments generally provide for cooperation between the IRS and the
States in tax administration, for an exchange of tax information, for
assistance in locating delinquent taxpayers (and their property), and
for cooperative audits, and also provide for preserving the confidenti-
ality of tax information.

12

By far the largest IRS/State information exchange program, in
terms of amounts of information transferred, is the furnishing of Fed-
eral tax information on magnetic tape. In 1975, 48 States (plus the
District of Columbia, American Samoa, Guam, and Puerto Rico)
participated in this program. Under the 1975 Individual Master Filp
(IMF) program, information on nearly 66 million taxpayers waspro-
vided to the States. (This covers approximately 80 percent of individ-
ual taxpayer records.) IMF tax data available to the States include:
name, address, social security number, filing status, tax period, exemp-
tions claimed, wages and salaries, adjusted gross income, interest in-
come, taxable dividends, total tax, and audit adjustment amount. U-
der the tape exchange programs, the States agree to conduct a joint
review with the IRS of safeguards of tax information.

A Business Master File (BMF) program is also available to the
States to aid them in establishing their own business master files.
Information from the Exempt Organization Master File is also avail-
able to the States, as is gift tax data.

Under the cooperative audit program, copies of examination reports
are furnished the States. In 1974, nearly 700,000 abstracts of these

A State is not precluded from inspecting tax information if it has not entered Into anagreement.
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reports were furnished the States. (The 1975 figures are not available.)
Also, the IRS furnishes the States information on returns that appear
to have good audit potential but will not be audited by IRS because
of manpower restrictions. In 1974, information was furnished on more
than 70,000 returns under this program. (The 1975 figures are not
available.)

Reasons for change
It has been suggested that tax information that is supplied to tax

officials at the State and local levels may not be invariably subject to
appropriate safeguards on confidentiality. Also, it has been suggested
that political considerations may produce unwarranted interest by
State and local governments in tax information for nontax purposes.

IRS studies have indicated that in several situations, State authori-
ties have allowed other States (or local governments) to inspect Fed-
eral tax information, have not maintained adequate records of
inspection of Federal tax information, and have inadequate procedures
to instruct employees with respect to Federal tax return confidenti-
ality. However, it is understood that when these problems have been
brought to the attention of the State authorities involved, remedial
action has been taken.

However, the committee feels that it is important that the States
continue to have access to Federal tax information. With Federal tax
information, the States are able to determine if there are discrepancies
between the State and Federal returns in, e.g., reported income. Also,
many States have only a few, if any, of their own tax auditors and
rely largely (or entirely) on information concerning Federal enforce-
ment in enforcing their own tax laws.

ErpZanation of provision
The committee amendment authorizes, upon the written request of

the principal tax official of the State (other than the Governor), the
disclosure of income, estate, gift, social security (FICA), unemploy-
ment (FUTA), self-employment (SECA), withholding, alcohol, to-
bacco, and highway use tax returns and return information solely for
the purpose of, and only to the extent necessary in, the administration
of the State's tax laws. It is intended that regulations be issued spe-
cifying the manner in which and the conditions under which returns
and return information would be disclosed to State tax officials.

The returns and return information would only be open to inspec-
tion by or disclosure to those duly authorized representatives of a State
agency, body, or commission charged with the responsibility of the
administration of State tax laws who are designated in the written re-
quest as the individuals who are to inspect or receive the returns or
return information on behalf of the agency, body, or commission. The
returns and return information so disclosed would not be available to
the State Governor or any other nontax personnel. The prohibition
against disclosure of Federal returns and return information to the
State Governor would apply even in those situations where the Gover-
nor, under State law, is considered to be the principal tax official of
the State.

As in the case of returns and return information disclosed to other
agencies, the unauthorized disclosure by State tax officials of Federal
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returns or return information would be a violation of Federal law
subject to civil liability and criminal penalties.

Return information would not be disclosed to a State in the event
the Secretary determined that the disclosure would identify a confi-
dential informant or seriously impair any civil or criminal tax in-
vestigation.

The general authority provided to the IRS by this amendment (see
the discussion below of Procedures and Safeguards) to require recipi--
ents of Federal returns and return information to maintain adequate
procedures for safeguarding the Federal returns and return informa-
tion would also apply with respect to the States. In addition, the
amendment provides that no return or return information is to be
disclosed after December 31, 1978. to any official or employee of any
State which requires a taxpayer to attach to, or include in, any State
tax return a copy of any portion of his Federal return (or any infor-
mation set forth" or disclosed in his Federal return), unless the State
adopts provisions of law which protect the confidentiality of the return
or return information. Thus, the IRS is authorized to take such steps
as it considers necessary, including the withholding of further Federal
returns and return information (subject to the administrative appeal
procedure; see, Safeguards below), in the event the State did not
maintain adequate safeguards for, or in the event of unauthorized
disclosures of, Federal returns and return information. It is intended
that this authority should be broadly construed to cover disclosures of.
and the failure to maintain adequate safeguards for, State returns and
return information or other information, to the extent disclosures of
such information might indirectly jeopardize the confidentiality of
the Federal return or return information furnished to the States.

The committee amendment would not permit the disclosure of Fed-
eral returns and return information (other than information with
respect to tax return preparers as described below) to local tax author-
ities, either directly by the IRS or indirectly by the State tax authori-
ties. However, the committee did not intend by this decison to limit
the disclosure by State tax officials to local tax authorities of State tax
returns and return information. For this purpose. State return in:
formation which could be disclosed to local tax authorities would in-
clude information resulting from tax audits and investigations con-
ducted by State tax authorities, even where that. information is based
on or is substantially similar to Federal return information supplied
or made available to the State tax authorities. It would not. of course*
be permissible for State tax officials merely to transcribe Federal re-
turn information, designate it as State tax information and furnish
it to local tax authorities as information resulting from a state tax
audit investigation.

Moreover, under the general authority of the IRS to require States
to maintain adequate procedures for safeguarding Federal returns
and return information, the IRS could take suh'steps as it considers
necessary, including withholding Federal returns and return ir'for-
mation from the States, in any situation where it finds that disclosures
of, or the failure to maintain adequate safeguards for, such State
return information furnished to local tax authorities may: have the
result of jeopardizing the confidentiality of the Federal' return
information.
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In addition, taxpayer identity information (name, mailing address,
and taxpayer identifying number) of any tax return preparer (as de-
fined in section 7701(a) (36)) could be disclosed to any State or local
agency, body, or commission charged with licensing, registration, or
regulation of tax return preparers. The fact of any penalty imposed
on a tax return preparer under sections 6694, 6695, or 7216 for the
unlawful disclosure or use of tax information could also be disclosed.
j. Taxpayers With a Material Interest

Present law
Under the regulations, income tax returns presently are open to the

filing taxpayer, trust beneficiaries, partners, heirs of the decedent, etc.
"Return information", as opposed to the tax returns themselves, is
only available to the taxpayer, etc., at the discretion of the IRS.

Also, the statute specifically authorizes the inspection of a corpora-
tion's income tax returns by a holder of 1 percent or more of the cor-
poration's stnck. (Sec. 6103(c).)

Reasons for change
The committee decided that persons with a material interest should

continue to have the right to inspect returns and, where appropriate,
return information to the same extent as provided under current
regulations.

Explanation of provision
Under the committee amendment, disclosure could be made, upon

written request, to the filing taxpayer, either spouse who filed a joint
return, the partners of a partnership, the shareholders of subchapter
S corporations, the administrator, executor or trustee of an estate
(and the heirs of the estate with a material interest that may be

affected by the information), the trustee of a trust (and beneficiaries
with a material interest), persons authorized to act on behalf of a
dissolved corporation, a receiver or trustee in bankruptcy, and the
committee, trustee or guardian of an incompetent taxpayer.

The provision in present law authorizing a one percent shareholder
to inspect a corporation's return would also be retained.

Return information (in contrast to "returns") could be disclosed
to persons with a material interest only to the extent the IRS deter-
mines this would not adversely affect the administration of the tax
laws.
k. Miscellaneous Disclosures

Present law
Under present law, several provisions of the regulations allow dis-

closure of tax information for miscellaneous administrative and other
purposes. For example, accepted offers in compromise (under sec.
7122) are open to inspection. Internal Revenue officers may disclose
limited information to verify a deduction, etc. Additionally, in a num-
ber of cases, tax information may be disclosed at the discretion of the
Commissioner, as the statute is wholly silent with respect to certain
types of returns. For example, FICA tax returns are within this
category.

In other cases, the statute specifically requires public disclosure of
certain types of returns. Under the Code, applications for exempt
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status by organizations and applications for qualification of pension,
etc., plans are generally open to public inspection. (See. 6104(a) )
Also, the annual reports of private foundations are open to publi
inspection. (Sec. 6104 (d).) Returns with respect to the taxes on gaso-
line and lubricating oils are open to inspection by State officials. (See.
4102.) Under certain circumstances, the amount of an outstanding tax
lien may be disclosed. (Sec. 6323 (f).)

Upon inquiry, the IRS is to disclose whether any person has filed an
income tax return for the year in question. (See. 6103(f).) Inquiries
under section 6103(f) are made by, among others, news media and
commercial concerns.

Additionally, the IRS sometimes is asked to provide information
concerning a taxpayer's address. Address information will be provided
to State or local officials for tax administration purposes, to State or
local enforcement officials if furnishing the information will aid in
Federal special enforcement programs (e.g., narcotics programs), to
Federal agencies in general to assist in administering their responsi-
bilities and to "educational lending institutions" to locate delinquent
borrowers under Federal loan guarantees. Address information will
not, however, be provided to commercial concerns. Also, address in-
formation is provided to the Federal Parent Locator Service regard-
ing "absent parents" under Public Law 93-647 (section 453 of the
Social Security Act). Address information also may be provided indi-
viduals in emergency situations.

Reasons for change
The committee decided that it was necessary to allow the disclosuiA

of returns and return information in certain miscellaneous situation.
In most of these situations, disclosure is permitted under present' laW.
In each situation, the committee decided either that the returns'or
return information should be public as a matter of policy, or that the
reasons for the limited disclosures involved outweighed any possible
invasion of the taxpayer's privacy which might result from the dis-
closure.

Explanation of provision
Returns would continue to be open to public inspection in those

situations where public disclosure is provided for in present law
under section 6104. This includes applications for exempt status by
organizations, applications for qualification of pension, etc. plans,
the annual reports of private foundations, and returns filed with re-
spect to the excise taxes imposed on private foundations and pension
plans (under chapters 42 and 43).

Return information would be disclosed to members of the general
public to the extent necessary to permit inspection of any accepted
offer-in-compromise under section 7122. If a notice of lien has, been
filed (pursuant to section 6323(f)), the amount of the outstanding
obligation secured by the lien is authorized to be disclosed as a matter
of public record and may be disclosed to any person who furnishes
satisfactory written evidence that he has a right in the property sub'
ject to such lien or intends to obtain a right in such property. Dis-

"closures to foreign governments would be authorized to the extent
provided for in tax treaties.
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Disclosure would be made to the General Accounting Office in ac-
cordance with the corhmittee's prior decision to order H.R. 8948
reported favorably, as amended by the committee. This would permit
the General Accounting Office to audit the Internal Revenue Serv-
ice and the Bureau of Alcohol, Tobacco and Firearms, and would
provide access to tax returns and tax return information in connec-
tion with such audits. The committee amendment would limit access
to tax returns and tax return information to the instances where prior
consent has been obtained from, and the audit is conducted under
the supervision of, the Ways and Means Committee, the Finance
Committee, or the Joint Committee on Internal Revenue Taxation.

Alcohol, tobacco, wagering and firearms tax information could be
disclosed pursuant to Treasury regulations to Federal agencies that
require this information in their official duties.

Returns and return information of taxpayers and spouses could be
disclosed to appropriate Federal, State, and local agencies for pur-
poses of, and only to the extent necessary in, locating deserting parents
and determining ability to make support payments.

The committee amendment authorizes the IRS, upon written
request, to disclose returns and return information to the Privacy
Protection Study Commission, or to such members, officers, or em-
ployees of the commission as may be named in the written request,
to the extent, and for such purposes, as provided by section 5 of the
Privacy Act of 1974.

The IRS would be authorized to disclose, to the extent necessary
for purposes of tax administration, returns and return information
to any person with respect to his performance of services in connec-
tion with the processing, storage, transmission, or reproduction of
returns and return information or in connection with the program-
ming, maintenance, repair, testing, and procurement of equipment.

Disclosures to the press and other media is to be permitted for
purposes of notifying a person entitled to a Federal tax refund when,
after reasonable time and effort, the IRS is unable to locate the person.

The IRS would be authorized to disclose relevant returns and
return information to an employee (or former employee) of the IRS
and to his attorney in an adverse proceeding against the employee.
This need for limited disclosures arises, for example, in proceedings
brought against the employee for harassment of a taxpayer.

Disclosures, as necessary, would also be permitted to persons (and
their legal representatives) whose rights to practice before the IRS
may be affected by an administrative action or proceeding.

Under the committee amendment, the Secretary may, in his discre-
tion but only following approval by the Joint Committee on Internal
Revenue Taxation, disclose, as he considers advisable for purposes of
tax administration, such return information or other information with
respect to any specified taxpayer to the extent necessary to correct a
misstatement of fact published or disclosed with respect to such
taxpayer's return or dealingwith the IRS.

IRS officials and employees would be permitted, if no reasonable
alternative exists, to make limited disclosures of return information
in connection with an audit or investigation to the extent necessary



in arriving at a correct determination of tax, liability for tax, or the
amount to be collected, or otherwise in the enforcement of any pro-
vision in the Code.

In certain instances, it may 'be necessary for IRS personnel, in
obtaining information with respect to a taxpayer from a third party,
to disclose the fact that the request for information is in connection
with an audit or other tax investigation of the taxpayer. In rare and
extraordinary cases, it may also be necessary for IRS personnel in
obtaining information from a third party to disclose additional return
information, such as the manner in which the taxpayer treated on his
return a transaction with the third party. Disclosures under this provi-
sion are to be made only in situations and under conditions specified
in the regulations. This provision is not intended to permit disclosure
which would not be permitted under current law. Ct. Rev. Rul. 58-120,
1958-1 Cum. Bull. 498.

Certain miscellaneous disclosures provided for in present law would
no longer be authorized. For instance, the provision in present law au-
thorizing the IRS to disclose, upon inquiry, whether a person has
filed an income tax return for a particular year, would be repealed.
1. Procedures and Records Concerning Disclosure

Present law
Several different offices of the IRS have responsibility for approving

disclosure of tax information to particular agencies. For example,
the Disclosure Staff (National Office) deals with case-by-case requests
for tax returns by other Federal agencies while the Statistics Division
deals with the disclosure of information to Federal agencies (largely
on magnetic tape) to be used for statistical purposes. Additionally,
the Planning and Research Division deals with disclosure of informa-
tion on magnetic tape to the States while the Disclosure Staff dels
with case-by-case disclosure to the States.

While these offices negotiate and approve disclosures of tax-infor-
mation, the actual transfer of the information generally, takes place
in other offices, such as the Service Centers, District Office Computer
Center, etc. In addition, District Directors and Service Center Direc-
tors are authorized to approve applications for certain types of dis-
closure, such as disclosure to persons with a material interest in the
returns, and returns of the taxpayer (in tax cases) to U.S. attorney.

The IRS presently maintains records concerning disclosure. How-
ever, it is understood that the type of records maintained-are not
standardized as between, e.g., Service Centers, and that thet[RS does
not maintain a complete inventory of records so, for ex.-mple, it can-
not determine what has 'been disclosed and what has been returned
or destroyed.

Under the Privacy Act of 1974 (P.L. 93-579), each Federal agent y
is to account for disclosures to other as.encies, noting the date, nature,
and purpose of each disclosure and the name andaddress of the
agency to which disclosure is made. This rule does not apply to dis-
closures by State agencies. The accounting is designed to enable the
agency to inform the individual concerned of disclosures made with
respect to him.



Reaso. for change
Recently, there have been reports that tax information improperly

transferred outside the IRS.
There does not presently appear to be a standardized system of

accounting for disclosure which would permit the IRS to determine
what information has been transferred, for what purposes, what use
has been made of it, and whether it has been destroyed, returned, etc.,
after it has been used. Also, studies indicate that in several situations,
inadequate records have been maintained of transfer of tax informa-
tion to the various Federal agencies and to State authorities and that
in certain instances IRS procedures have not been properly followed.

Explanation of provision
In those cases in which disclosure or inspection of returns and return

information would be permitted by the amendment, it would be per-
mitted only at the times, in the manner, and at the places prescribed
by Treasury regulations.

It is intended that, to the extent practical, all disclosures of
return information be made in documentary form in order to protect
the privacy of the taxpayer and to protect the IRS personnel mak-
ing the disclosure from subsequent charges that information was
improperly disclosed. Disclosure in documentary form would serve
to preserve an exact record of the information disclosed so as to
make it possible to determine, should the question arise, whether
an unauthorized disclosure of information had been made. The com-
mittee recognizes, however, that it may not be possible or practical in
every instance for return information to be disclosed in documentary
form (e.g., discussions between IRS personnel and Justice Depart-
ment attorneys with respect to a pending tax case being handled by
the Justice Department).

The amendment requires the IRS to maintain a standardized sys-
tem of permanent records on the use and disclosure of returns and re-
turn information. This would include copies of all requests for inspec-
tion or disclosure of returns or return information and a record of all
inspections and disclosures of returns and return information. In the
case of the inspection or disclosure of documentary information, such
as a return, which the IRS retains in some form in its records either
permanently or for a substantial period (e.g., 10 years), the record of
the inspection or disclosure would include an identification of the docu-
ment, or part thereof, disclosed or inspected. In the case of inspections
or disclosures of documents which the IRS would not otherwise retain
for a substantial period, the record should contain a copy of the
document.

The recordkeeping requirements would not apply in certain situa-
tions, including disclosure of returns and return information open
to the public generally (accepted offers-in-compromise, the amounts
of outstanding tax liens, information returns of exempt organizations,
etc.), disclosures to the Treasury or the Justice Department for tax
administration and litigation purposes, disclosures to persons with a
material interest, disclosures to persons upon the taxpayer's written
consent, disclosures to the media of taxpayer identity information and



disclosures to contractors who perform processing, storage, trans-
mission, reproduction, programming, maintenance, testing, or liro-
curement of equipment services for the IRS. The amendment would
also make it clear that the IRS is not required to disclose to tax-
payers under the Privacy Act any disclosures made to the persons and
agencies with respect to which the recordkeeping requirements do not
apply. In addition, the committee amendment makes it clear that the
recordkeeping requirements of the Privacy Act cannot be utilized to
resolve substantive tax disputes.

The amendment requires the IRS to establish one office which would
have the responsibility for approving all inspections and disclosures of
returns and return information. However, upon approval of that office,
disclosure of tax returns could be made by district offices where appro-
priate and to the extent provided for in regulations. In addition,
authority could be delegated to the district offices on a general basis
with respect to disclosures or inspections of returns and return infor-
mation open to the public generally.

In addition to the recordkesping requirements imposed on the IRS,
the amendment provides that each Federal and State agency that
receives tax information would be required, pursuant toTreasury regu-
lations, to maintain a standardized system of permanent records on the
use and disclosure of that information. Maintaining such records
would be a prerequisite to obtaining and continuing to receive tax
information.

m. Safeguards

Present law
*Except for the general criminal penalty for unauthorized disclosure,

the tax law does not provide rules for safeguarding tax information
disclosed by the IRS to other agencies. However, some of the existing
Agreements on Coordination of Tax Administration entered into be-
tween the Federal Governent and the States include provisions for
safeguarding tax information.

The Privacy Act requires that each agency establish appropriate
administrative, technical, and physical safeguards to secure records
on individuals. This requirement applies to each Federal agency that
maintains a "system of records". This provision does not apply toState
or local government agencies that receive Federal tax records. '"

The IRS has no authority under the Privacy Act to audit the safe-
guards established by other agencies, or to stop disclosure to other
agencies that do not properly maintain safeguards.

Reasons for change
The committee decided that, although it is necessary to permit the

disclosure of Federal returns and return information to other Federal
and State agencies in certain situations for purposes other than the
administration of the Federal tax laws, no such disclosure should be
made unless the recipient agency complies with a comprehensive sys-
tem of administrative, technical, and physical safeguards designedto
protect the confidentiality of the returns and return informationeod
to make certain that they are not used for purposes other than the
purposes for which they were disclosed.



Explanation of provision
The committee amendment provides that no tax information would

be furnished by the IRS to another agency (including commissions,
States, etc.) unless the other agency establishes procedures satisfac-
tory to the IRS for safeguarding the tax information it receives.
Disclosure of tax information to other agencies would be conditioned
on the recipient maintaining a secure place for storing the informa-
tion, restricting access to the information to people whose duty re-
quires access and to people to whom disclosure can be made under the
law, providing other safeguards necessary to keeping the informa-
tion confidential, and returning or destroying the information when
the agency is finished with it. The amendment specifically authorizes
regulations allowing the IRS to carry out these provisions.

If there are any unauthorized disclosures by employees of the other
agency, disclosure of tax information to that agency could be discon-
tinued until the IRS is satisfied that adequate protective measures have
been taken to prevent a repetition of the unauthorized disclosure. In
addition the IRS could terminate disclosure to any agency if the IRS
determines that adequate safeguards are not being maintained by
the agency in question. In this connection, the amendment requires
that an administrative procedure be established by regulations under
which the States would, under appropriate circumstances, have an
opportunity, prior to the cut-off of returns and return information,
to contest a preliminary finding by the IRS of inadequate safeguards
or unauthorized disclosures, or to establish that steps had been taken
which would prevent a repetition of the violation.

The IRS is to review, on a regular basis, safeguards established by
other agencies.

The authority of the IRS with respect to safeguarding the confiden-
tiality of returns and return information furnished to other agencies
is intended to be sufficiently broad to permit the IRS to take such steps,
pursuant to regulations, as are necessary to prevent indirect disclosures
of return information. Indirect disclosures might include disclosures
by recipient agencies of information received by the agency from
sources other than the IRS which is the same or substantially the same
as return information furnished to that agency by the IRS, where
that disclosure would conflict with the congressional policy expressed
by this amendment of protecting the confidentiality of returns and
return information.
n. Reports to Congress

Present law
Since 1971 the Joint Committee on Internal Revenue Taxation has

received from the IRS a semi-annual report on disclosure of tax
information.

Reasons for change
Because the use of returns and return information for purposes other

than tax administration has resulted in serious abuses of the rights of
taxpayers in the past, and because the potential for abuse necessarily
exists in any situation in which returns and return information are
disclosed by the IRS to other Federal agencies and the States for pur-
poses other than the administration of the Federal tax laws, the com-
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mittee believes that it is necessary for Congress to review very closely
the use of returns and return information and the extent to which
taxpayer privacy is being protected. In order to permit that review,
the committee decided to require that the IRS make certain compre-
hensive annual reports to the Joint Committee as to the use of returns
and return information.

Explanation of, provision
Within 90 days after the end of each calendar year, the IRS would

be required to report to the Joint Committee on Internal Revenue
Taxation on all requests (and the reasons therefor) received for inspec-
tion or disclosure of returns or return information. The report would
not include, however, a listing of any requests by the President for re-
turns or return information with respect to current employees of the
Executive Branch. The report would be confidential unless a majority
of the members of the Joint Committee agree by record vote to disclose
all or any portion of the report. The report would include, as a separate
section which would be publicly disclosed in all cases, a listing of all
agencies receiving tax return information, the number of cases in
which a tax return or tax return information was disclosed to them
during the year, and the general purposes for which the requests were
made.

Included in the report to the Joint Committee would be a listing
of all requests for tax-checks of current employees of the Executive
Branch (other than such requests made by the President), and all
requests for tax-checks made by the President or the head of a Federal
agency with respect to prospective employees. The listing should set
forth the reasons for each request, the taxpayer involved, and the
particular returns and return information disclosed. This portion of
the report would also be confidential and would not be disclosed un-
less the Joint Committee determines that disclosure would be in the
national interest.

The IRS would be required to report quarterly to the tax com-
mittees on the procedures established for maintaining the confi-
dentiality of tax information disclosed outside the IRS, on the imple-
mentation of these procedures, and on any problems that may develop
in connection with these procedures.
o. Enforcement

Present law
Unauthorized disclosure of a Federal income return, or financial

information appearing on an income return (the amount or source of
income, profits, losses, expenditures, or any particular thereof set
forth or disclosed in any income return), by a Federal or 9tat
employee is a misdemeanor punishable by a fine of up to $1,000, or
imprisonment of up to one year, or both (together with the costs of
prosecution). Federal officers or employees also are to be dismissed
from office or discharged from employment. I also is a misdemeanor
(punishable in the same manner) for any person to print or publish

in any manner not provided by law an income return or financial
information appearing therein. (Sec. 7213(a) (1), (2), see also 18
U.S.C. § 1905.)
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Shareholders who are permitted under section 6103(c) to examine
a corporate return are guilty of a misdemeanor (punishable as above)
if they disclose in any manner not provided by law the amount of
any income, etc., shown on the return.

The IRS has conducted investigations concerning the possible im-
proper disclosure of confidential information as follows:

Fiscal year-

1973 1974 1975

lnvestipianss conducted ----------------------------------- 58 103 179
Disciplinary actions------------------------------------. 9 23 23
Saparataes fr nt--------------------------------4 1 4

There have also been criminal prosecutions for illegal disclosure of
confidential tax information, as follows:

fiscal yar-

,1973 1974 1975

rauctas rfkiss---------------------------------------- 5 9
Prascutio aclined ------------------------------------------ 7 4
Cvd ---- ...------------------------------------------ 1 3 0

Two of the four people convicted were IRS employees and two were
private detectives. The two IRS employees were given probation (and
one was fined $350). The two private detectives were each fined $250,
placed on two-year probation, and jailed for short periods of time (i.e.,
24 hours for two Tuesdays).

Resons for chan~e
.The committee decided that the present provisions designed to en-

force the rules against the improper use or disclosure of returns and
return information are inadequate. The committee decided -that the
criminal penalties for an authorized disclosure should be increased and
that the situations to which they apply should be broadened to cover
all situations in -which returns and return information are treated
as confidential. It was the opinion of the committee that in situations
where an unauthorized disclosure is made to a person in exchange for
anpffer by that person of somethingof material value, that the person
actively soliciting the unauthorized disclosure is at least equally re-
sponsible as the person making the disclosure and thus should he sub-
ject to the same punishment. The committee also decided that, in
order to redress any injury sustained and to aid in the enforcement of
,the confidntiality rules, a civil action for damages should he provided
to any person injured 'by a willful or negligent disclosure in violation
of the amendment.

Explanation of provision
't n4er the committee amendment, a criminal violation of the dis-

closure rules would be a felony ra0er than a misdemeanor. The crimi-
nal penalties for an unauthorized disclosure of a return or return
information would be increased to a fine of up to $5,000 (instead of



348

$1,000) and up to five years imprisonment (instead of one year), or
both.

The unauthorized disclosures with respect to which the criminal
penalties would apply would be expanded beyond those subject to
criminal penalties under present law. The penaltiap would apply to any
unauthorized disclosure of any return or return information;. they
would not, as under present law, apply solely to unauthorized
disclosures of income returns and financial information appearing
on income returns. As under current law, the criminal penalties would
apply to unlawful disclosures by any Federal officers or employee,
by any officer, employee, or agent or any State or political subdl'vison,
or by any one-percent shareholder allowed to inspect the returns of a
corporation. In addition, the criminal sanctions would apply to former
Federal and State officers and to officers and employees of contractors
having access to returns and return information in connection with the
processing, storage, transmission, and reproduction of such returns
and return information, and the programming, maintenance, etc., of
equipment. The criminal penalties would also apply to any person who
prints or publishes any return information which he knows was dis-
closed to him in violation of the law (as contrasted with present law
under which the criminal penalties only apply to the unauthorized
printing or publishing of income returns or certain financial informa-
tion appearing thereon).

The amendment would also make it a felony, subject to the same
penalties, for any person to'willfully receive returns or return informa-
tion as the result of a solicitation of the returns or return informa-
tion. The criminal penalties would only apply if the person mnakink
the solicitation knows that the disclosure to him of the ,returns or
return information is unlawful. For this purpose, a solicitation means
an offer to exchange an item of material value in exchange for the
unauthorized disclosure of the returns or return information. Thus,
the criminal penalties would not apply to the receipt of returns or
return information as the result of a request if the person making the
request did not offer to exchange an item of material value for the
disclosure, even where that person knows that the disclosure to him
is in violation of the law.

The committee also decided to establish a civil remedy for any tax-
payer damaged by an unlawful disclosure of returns or return informa-
tion. The cause of action would extend to any disclosure of return
or return information which is made in violation of section 6103. Under
the amendment, any person who willfully or negligently discloses
returns or return, information in violation of the law would be liable
to any taxpayer for actual damages sustained plus court costs. Punitive
damages would also be authorized in situations where the unlawful
disclosure is willful or is the result of gross negligence. Because of
the difficulty in establishing in monetary terms the damages sustained
by a taxpayer as the result of the invasion of his privacy caused by
an unlawful disclosure of his returns or return information, the amend-
ment provides that these damages would, in no event, be less than
liquidated damages of $1,000 for each disclosure. The committee does
not intend that a disclosure of returns ok return information" made
pursuant to a good faith, but erroneous, interpretation of the con-



'fidentiality rules Would constitute an actionable disclosure. Instead,
tlisclbsures which would give rise to civil liability would be limited to
those situations where the unauthorized disclosure results from a will-
fiul or negligent failure of the person to comply with the procedures
and safeguards provided for in this amendment and in regulations
inhterpreting this amendment.

3. Income Tax Return Preparers (sec. 1203 of the bill and secs.
6060. 6103, 6107, 6109, 6503-6504, 6511, 6694-96, 7407-08, 7701,
and 7727-28 of the Code)

Premsent law
The Internal Revenue Code presently contains few provisions which

affect the conduct'of persons who prepare the tax returns of other
persons for a fe: The tax return forms generally require that any
person preparing a return for another person sign the return, but
the law provides no penalty in cases of failure to sign. No other pro-
visions in the Code require that an income tax return preparer disclose
to' the IRS whether he is in the business of preparing returns or what
returns he has prepared.

Ip addition, most penalties set out in the Internal Revenue Code
for improperly prepared returns are penalties which relate to im-
proper preparation by the taxpayer himself and not by a paid pre-
parer. Taxpayers may be subject to criminal fraud penalties of up
to $10 000 in fines and imprisonment for not more than five years
for willful attempts to evade tax (sec. 7201). Taxpayers are also sub-
ject to civil fraud penalties of up to 50 percent of the amount of any
underpayment of tax 'is well as penalties for negligence or inten-
tional disregard of rules and regulations in an amount equal to 5
percent of any underpayment of tax (sec. 6053).

By contrast, persons who prepare returns of others for a fee are
only subject to'criminal fraud penalties for willfully aiding or assist-
ing in the preparation of a fraudulent return. This crime can be
punished hj fines of up to '$5,000 and imprisonment for not more than
three years (see. 7206).

Reasons for change
The past few years have seen a substantial increase in the number

of persons whose business is to prepare income tax returns for indi-
'viduals and families of moderate income. The Internal Revenue Service
estimates that for the year 1972, 35 million taxpayers, or one-half
of all those who filed income tax returns, sought some form of profes-
sional or commercial tax advice in preparing their returns. The Inter-
nal Revenue Service also estimates that in 1972 approximately 250,000
persons were engaged in the business of preparing income tax returns.

The rapid growth df the business of professional and commercial
preparation of tax-returns has led to a number of problems for the
Internal Revenue Service. Some abuses have arisen in the preparation
of returns for wage earners at the cost of a relatively small fee. In
some of these cases, return preparers have made guarantees that indi-
viduals will obtain a refund because of the tax expertise of the pre-
parer. In other cases, return preparers have suggested that a taxpayer
sign a blank return (ie.,,before it is prepared). Thus, the taxpayer



would not look at the return or review it before it is filed. In sorp of
these cases, the preparer either claimed fictitious deductioAs or
increased the number of exemption claimed in order to achieve the
refund or tax liability which was promised to the taxpayer.

In 1972 and again in 1973, the IRS conducted surveys of preparers
suspected of engaging in these types of conduct. For, 1972, the IRS
discovered that about 60 percent of the returns surveyed (or over
3,000 returns) showed significant fraud potential. In the 197& survey
which was based on a more random selection of preparers than those
checked in 1972, 22.3 percent of the returns prepared by preparers
(1,112 returns) showed fraud potential. The sizable number of returns
with fraud potential still resulted in pait because the IRS focused on
preparers suspected of improper coiidiict. Nonethel&s, the surveys
indicate that a significant number of preparers in those years had
engaged in abusive practices.

Under present law, it is difficult for the IRS to detect any individual
case of improper preparation because the tax return preparer is not
required to sign the return. Thus, the IRS has no way of knowing
whether the return was prepared by the taxpayer or by a preparer who
may be engaging in abusive practices involving a number of returns.

Furthermore, even if the IRS could trace the improper preparation
of tax returns to an individual tax return preparer, the only sanctions
available against such preparers are the criminal penalities of the tax
law. Such criminal penalties are often inappropriate, cumbersome, and
ineffective deterrents because of the cost and length of time involved
in trying these cases in court. Because these criminal penalties are diffi-
cult to apply under present law, the IRS generally proceeds against
only the most flagrantly fraudulent, cases involving income tax return
preparers.

At the request of the Joint Committee on Internal Revenue Taxa-
tion, the General Accounting Office conducted a study-of tax return
preparation by all types of tax return preparers. The aAO report
indicates that commercial preparers on the average have not had
a significantly greater tendency to make mistakes in preparing re-
turns than have other types of preparers. For example, the GAO
studied the 22,000 tax returns which were audited in depth for the year
1971 under the IRS Taxpayer Compliance Measurement Program. The
GAO discovered that for all returns (excluding 1040A short -form re-
turns) with adjusted gross incomes 0' $10,000 and under, and for
nonbusiness returns with adjusted gross incomes between $10,000 and
$50.000, the percentage of tax adjustment determined from the IRS
audits averaged 10.9 percent for returns prepared by commerical
preparers and 10.2 percent for returns prepared by professional pre-
parers. Other parts of the study indicate also that commercial pre-
parers are no more likely to make more or larger mistakes on the
returns they prepare than are professional preparers. This result
probably occurs because most commercial preparers are generally
involved only with those returns which are relatively simple to pre-
pare, while professional preparers are generally involved with more
complex returns.

It should be noted in this regard that these errors do not necessarily
result from the types of abuses described above but may result from



differences of interpretation or other similar mistakes. In those cases
where the IRS determines that a certain return preparer has made
erroneous interpretations of the tax law, regulation of all pre-
parers would allow the IRS to correct these errors on all the returns
prepared by that preparer. The fact that all types of preparers are
about equally likely to make errors in preparing tax returns has led
the GAO to recommend that any regulation of tax return preparers
apply equally to all preparers.

To aid the Internal Revenue Service in detecting incorrect returns
prepard by tax return preparers, and to deter preparers from engag-
ing in improper conduct, the committee amendment includes a num-
ber of provisions requiring tax return preparers to disclose to the IRS
certain information and subjecting preparers to penalties for failure
to comply with the information requirements and for improper pre-
parer conduct.

Explanation of provision
The committee amendment provides disclosure requirements and

standards of conduct which are applicable to income tax return pre-
parers. It gives the Secretary of the Treasury the power to impose pen-
alties or to seek injunctions against preparers because of certain
specified prohibited practices. The amendment is substantially the same
as the provisions in the House bill with several modifications, as
indicated below.

Deflnitdon of income tax preparer.-The committee amendment ap-
plies to any person who is a tax return preparer, regardless of the edu-
cational qualifications or professional status of the person. An income
tax return preparer means -any person who prepares, for compensation.
all or a substantial portion of a tax return or claim for refund.
Whether or not a portion of a return constitutes a substantial portion
is to be determined by examining both the length and complexity of
that particular portion of the return and the amount of tax liability
involved. Generally, the filling out of a single schedule of a tax return
would not be considered a substantial portion of that return unless
that particular schedule was the dominant portion of the entire tax
return.

A person who prepares a return for compensation may be an income
tax return preparer even though that person does not actually place
the figures on the lines of the taxpayer's final tax return. A person
who supplies to a taxpayer sufficient information and advice so that
filling out the final tax return becomes merely a mechanical or clerical
matter is to be considered an income tax return preparer. However,
an individual -who gives advice on particular issues of law or IRS
policy relating to particular deductions or items of income will not

ave prepare a return with respect to those issues if the advice does
directly relate to any specific amounts which are to be placed on
the return of the taxpayer.

The definition of income tax return preparer includes only persons
who prepare the returns of others for compensation. A person who fills
out a return gratuitously for a friend or a relative, for example, will
not 1P considered ail income tax return preparer. In addition, a person
who fills out a return for a friend or neighbor with no explicit or im-



plicit agreement for compensation will not.be considered to have pre-
pared the return for compensation even though that person receives an
expression of gratitude (such as an invitation to dinner or a returned
favor from the taxpayer).

The term "income tax return preparer" includes the employer of
persons who prepare the returns of others for compensation as well as
the persons actually preparing returns.1 In cases where more than one
person aids in filling out a single return under one employer, the in-
dividual who has the primary responsibility for the preparation of the
entire return or of a substantial portion of the return will usually be
an income tax preparer, while those persons involved only with indi-
vidual portions of the return will usually not be income tax return pre-
parers. The fact that a person who prepares an entire return or a sub-
stantial portion of the return has his work reviewed by a more senior
employee does not by itself mean that the person preparing the return
is not an income tax return preparer.

The amendment provides four specific exceptions to the defini-
tion of an income tax return preparer. First, a person is not consid-
ered a preparer merely because that person furnishes typing, reproduc-
ing or other mechanical assistance in preparing the return. Thus, a
person who provides a computerized service for filling out returns
from information supplied by the taxpayer or advisors of the tax-
payer is not considered an income tax return preparer if the process-
ing done by such person is limited to mechanical calculations and
processing. Second, an employee is not a tax return preparer merely
because he prepares the return or a claim for refund for his em-
ployer or for employees of the employer. However, such individual
must be a regular and continuous employee of the employer and not an
independent contractor. For example, an individual who maintainshis own accounting practice, but who every year, at the appropriate
time for filing returns, is hired by an employer to prepare that em-
ployer's returns or tho individual returns of officers or employes of
that employer, is considered an income tax returh preparer. Third, the
amendment provides that a person is not an income tax return preparer
merely because he prepares a return or a claim for refund for any trust
or estate of which that person is a fiduciary. Fourth, under the com-
mittee amendment, a person will not be considered a tax return pre-
parer merely because he prepares a refund claim which is filed as a
result of an Internal Revenue Service audit. The fourth exception-iii-
eludes preparers of refund claims in three specific tyI~s of situations.
The first situation arises when a taxpayer's income tax return for a
year has been audited, a deficiency assessed and collected, or a notice
of deficiency issued, or a waiver of restrictions on assessment and col-
lection issued after the commencement of the audit, and the taxpayer
elects to challenge the Service's determination of his liability for that
tax year by filing a claim for refund in order to-perfect his right to a
judicial resolution of the controversy. The second situation aries

A "ero wbo rtaino one or more nereons to Drehare the Inom. t.x rctrs of
othe-s is an income tax return preoarer whether or not the persons retained ae technirlovconoldered employees or 00mt. "rho fact that the aieroons retained ore not consideredeanvpes tr prenses of other federal laws doeo not mean that, for orose ofidtri
cravlsian. the porSo retaining the neome tax preparers is oot also to he treated as an
income tax preparer. . -



where determinations made in the course of an audit of a taxpayer for
one tax year can affect his liability in another year. The preparation of
a claim for refund for the affected year will not by itself cause the pre-
parer of the refund claim to be an income tax return preparer under
this provision of the committee 'amendment. Similarly, in the third
case, merely preparing a refund claim for a taxpayer whose tax liabil-
ity ha been affected directly or indirectly by a determination made in
the 'audit of another taxpayer does not render the person preparing the
claim for refund an income tax return preparer under this provision.

The definition of a tax return preparer relates only to returns of
taxes imposed by subtitle. A of the Internal Revenue Code and to
claims for'refund of taxes imposed by subtitle A.

The committee amendment is the same as the House bill in defining
an income tax return preparer except in the case of certain refund
claims.

Disclosure requirements.-The committee amendment requires that
any person preparing an'income tax return state on that return his
identification number, the identification number of his employer, or
both, in the manner prescribed by the Secretary. In cases of returns
prepared by more than one return preparer, the Secretary may also
establish rules determining which preparer or preparers are required
to place their identification number on the return. The amendment es-
tablishes a $25 penalty, for each failure to furnish a proper identifica-
tion number on a return unless a failure is due to reasonable cause
and not due to willful neglect. In conjunction with this identification
requirement, a failure by a return preparer to sign any return if re-
quired to do so under regulations prescribed by the Secretary, will re-
sult in a $25 penalty. However, the amendment does not change present
law with respect to the Secretary's authority to require that the name
of any income tax return preparer appear on any return.

The amendment also requires that any income tax return preparer
retain a copy of all returns prepared by him, or alternatively retain a
list of'all taxpayers and their identification numbers for whom returns
were prepared. The copies of the return or the list of returns prepared
are to be kept by the preparer for three years. This provision, in addi-
tion to the requirement that the preparer place his identification num-
ber on the return itself, is to enable the IRS to identify all returns
prepared by a specific individual in cases where the IRS has dis-
covered some returns improperly prepared by that individual. The
amendment provides for a $50 penalty for each failure to keep a
returnor to include a return on a list of prepared returns. The maxi-
mum penalty under this provision is $25,000 with respect to any person
for any return period. This penalty applies unless the failure is due to
reasonable cause and not to willful neglect.

The committee amendment also requires that employers of income
tax return preparers make an annual report to the IRS listing the
name, taxpayer identification number, and place of work of each tax
return preparer employed during the year. For purposes of this re-
qifirement, an individual who is self-employed as an income tax return
preparer, or who acts as an independent contractor (other than as an
agent of another tax return prepaier'who files an information return
which includes the agent), is required to file his own information re-



port. The IRS may provide regulations permitting a parent corpora-
tion to file a single consolidated annual report for all o its subsidiaries
and franchises. The committee amendment is the same as the House
bill with respect to this provision except that if it is determined that
the information generally required on an annual report is available to
the Service from sources other than such a report, the Secretary
may approve alternative compliance methods including, for example,
guarantees of access to records which provide the information re-
quired by the Secretary without filing a report, or permitting a
summary-type report, provided the employer keeps 'more detailed
records available and accessible to the Service.

Failure of an employer to file an annual report or to comply with
alternative compliance procedures will result in a penalty of $100 for
each report which is not filed or is not made available to the Service,
plus $5 for each omitted item which should have been included on any
report or made available to the Service. Thus, an individual who files
an incomplete report will incur a penalty of $5 for each itqm improp-
erly excluded; an individual who files no report will be assessed $100
plus $5 for each item which would have been included on a properly-
filed report. The maximum penalty under this provision is $20,000
with respect to any person for any report period.

The amendment also requires that a tax return preparer furnish a
completed copy of any return prepared by him to the taxpayer either
prior to or at the same time as the return is presented to the taxpayer
for his signature. The purpose of this provision is to insure that the
taxpayer receives a copy of the completed return to review its accuracy,
and to insure that the final return is not signed by the taxpayer prior
to its completion. A tax return preparer who fails to provide a com-
pleted copy of the return to the taxpayer at the appropriate time is
subject to a penalty of $25 for each such failure unless due to reason-
able cause and not to willful neglect.

The amendment also requires that in the case of an individual, the
taxpayer identification number required on any return is to be the indi-
vidual's social security account number. This provision applies both to
tax return preparers and to individual taxpayers. The employer iden-
tification number is required in the case of estate tax returns.

The House bill permits States or local governing bodies charged
with the administration of any tax law in their jurisdiction to obtain
the social security account number or employer identification number
assigned to any taxpayer upon application to the Secretary for usein
fulfilling their tax administration responsibilities. The committee
amendment deletes this part of the provision of the House bill but
provides a separate and broader provision which encompasses the
House version and which is described lat~r in this report.

Finally, the amendment permits the IRS to give to State or local
governing bodies charged with licensing, registering or regulating in-
come tax preparers information contained on the annual information
reports submitted to the Internal Revenue Service which identifies tax
return preparers or which indicates any penalties which havi been
assessed. However, such information may be furnished only upon writ-
ten request by the Governor or Chief Executive Officer of the State in
which the governing body is located. The request must designate the



body to which such information is to be furnished. The information
furnished may be used by the State or local governing body only for
the purposes of licensing, registering or regulating income tax re-
turn preparers. State employees who make an unauthorized disclosure
of any information furnished by the IRS may be subject to misde-
meanor penalties of imprisonment for up to one year and penalties of
tip to $1,000 (sec. 7213(b)).

Penalties for negligent or fraudulent preparation.-In addition to
the penalties provided for failure to comply with the disclosure and
Information return requirements, the committee amendment establishes
new penalties for certain negligent or willfully attempts to understate
a taxpayer's tax liability. These penalties are primarily aimed at deter-
ring income tax return preparers who prepare a large number of re-
turns from engaging in negligent or fraudulent practices designed to
understate a taxpayer's liability.
I The committee amendment establishes a penalty of $100 for each
return on which an understatement of tax liability is caused by negli-
gent or intentional disregard of the Federal tax law or rulings and
regulations by an income return preparer. The rules and regulations to
which this provision applies include the Treasury regulations and
IRS rulings. The penalty applies generally to every negligent or in-
tentional disregard of such regulations and rulings except that a
good faith dispute by "an income tax return preparer about an in-
terpretation of a statute (expressed in regulations or rulings) is
not considered a negligent or intentional disregard of rulings and
regulations. The provision is thus to be interpreted in a manner similar
to the interpretation given the provision under present law (sec. 6653
(a)) relating to the disregard of rules and regulations by tax-
payers on their own returns. If an income tax return preparer believes
in good faith that case law conflicting with rulings or regulations,
more accurately interprets one or more sections of the Internal Rev-
enue Code, he may complete a return on the basis of such case law,
provided he clearly'sets forth in the return the relevant rulings or regu-
lations which he disputes and the judicial decision upon which he
relies.

The negligence penalty applies to the specific income tax return
pteparer who negligently or intentionally disregards rules or regu-
lations. The penalty is not to be imputed to an employer of a tax
return preparer solely by reason of the employment relationship; the
employer or one or more of its chief officers also must have negligently
'dr intentionally disregarded the rules or regulations if the employer is
tobe penalized. For example, if an employer or another employee
supervises the preparation' of a return by an income tax preparer, any
negligent or intentional disregard of rules -and regulations which
occurs in connection'with that return may be attributable to the person
sunervisingthe preparation of the return if that person had responsi-
biility for determining whether or not the "rules and regulations were
followed, or if that person in fact knew that the rules or regulations
were not followed.

The amendment Provides a seetond penalty of $500 for each return on
*hich any understatement of liability results from a willf-l attempt to
understate tax liability by a tax -return preparer A willful under-
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statement of tax liability includes situations where an income tax
return preparer disregards facts supplied to him by the taxpayer (or
others) in an attempt to reduce the taxpayer's liability. For example,
if a taxpayer states to the return preparer that he has only two depend-
ents, and the preparer, with full knowledge of that statement, reports
six dependents on the tax return, a willful attempt to understate tax
liability has occurred. A willful attempt also occurs generally whexe
an income tax return preparer disregards certain items of income given
to, him by the taxpayer or other persons. While the three-year statute
of limitations is to apply to the assessment of the penalty for negligent
or intentional disregard of rules and regulations, no statute of limita-
tions is to apply to the willful understatement penalty. -

A willful understatement of tax liability can also include an in-
tentional disregard of rules and regulations. For example, an income
tax return preparer who deducts all of a taxpayer's medical expenses,
intentionally disregarding the percent of adjusted gross income lim-
itation, may have both intentionally disregarded rules and regula-
tions and willfully understated tax liability. In such a case, the In-
ternal Revenue Service can assess either or both penalties against the
income tax return preparer. However, the total amount collected by
reason of imposing both penalties cannot exceed $500 per return. Thus,
the IRS could in this and in other cases first assess the negligent
or intentional disregard of rules and regulations penalty, and ,.en
at a later date, assess the penalty for the willful understatement of
tax liability. But if the first penalty of $100 is collected, the later as-
sessment for willful understatement of tax liability would be limited
$400 per tax return.

The negligence and willful understatement penalties apply only to
cases where there is an understatement of tax liability. An understate-
ment of tax liability occurs when any net amount payable with respect
to any tax imposed by subtitle A of the Internal Revenue Code is
understated or when any net amount of such tax which is refundable
or creditable against future taxes is overstated. No final, administra-
tive or judicial determination with respect to any taxpayer is required
as a condition of an understatement of tax liability. An understate-
ment of tax can exist if it is shown in fact to exist'in the proceeding
against the return preparer regardless of what actions, if any, the
Internal Revenue Service has taken against the taxpayer involved.

Both the negligent or intentional disregard of rules and regula-
tions penalty and the willful understatement of liability penalty are to
be assessed independently of any taxpayer deficiencies assertedagainst
the income tax return preparer (and .the other assessable penalties
which have been discussed in connection with the disclosure re-
quirements). Under normal IRS procedures, an investigation would
be made before the assessment. A revenue agent's report would be
filed, followed by a thirty-day letter to the income tax preparer noti-
fying him of the proposed penalty and -giving him an opportunity
to pursue administrative remedies prior to the assessment of the pen-
alty. After these appeals are exhausted, if the IRS assesses the penalty,
it must make a statement of notice and demand (separate from any
taxpayer notice of deficiency) to the income tax return preparer. The
penalty is payable upon assessment.,



Afn income tax return preparer can appeal the assessment of the
penalty by paying the amount assessed and filing a claim for a refund.2
If the refund claim is denied by the Internal Revenue Service, the
income tax return preparer can appeal that denial to the courts.

In addition to this refund procedure, the amendment provides
that an income tax return preparer can appeal an assessment of the
penalty if he pays 15 percent of any penalty within thirty days of
the notice of assessment and files a claim for a refund at ihat time.
During the period when the claim for refund or appeal of any refusal
to refund is pending the Internal Revenue Service may not proceed
to collect any part of the remaining 85 percent of the penalty. How-
ever, with respect to any penalty for which the 15 percent amount is
not'paid, the Internal Revenue Service is free to pursue collection.

If the Internal Revenue Service denies a claim for refund of the
15 percent of the penalty assessed, the income tax return preparer
may appeal the matter to the appropriate U.S. district court within
thirtydays and avoid any further IRS collection of the remaining 85
percent of the penalty.'If the IRS does -not rule on a claim for
refund by the end of six months after the time the claim is presented,
the preparer can sue in court within thirty days after the end of the
six-month period. In such a suit, the Internal Revenue Service need not
file a counterclaim for the remaining 85 percent of outstanding penal-
ties because any court, decision with regard to the refund of 15
Trent of the penalty will apply equally to the remaining 85 percent.

the preparer does not begin a suit within the thirty-day period, the
IRS can proceed with collection of the remaining 85 percent of the
penalties. 7

.In any trial on the merits of assessed penalties, the IRS bears the
burden of proof if the penalty assessed is for willful understatement
of tax'liability.' If the penalty is for intentional or negligent disre-
gard of- Internal Revenue Code rules or regulations, the preparer
bears the burden of proof. However, if a preparer can show that his
normal practice with respect to the treatment of a particular income or
deduction item was not negligent and if there is evidence that normal
'practice was followed, the preparer will be considered to have met
his burden of proof unless the Service presents contrary evidence. For
example, if a tax return preparer prepared returns for 10 years based
on a revenue ruling which the Service revoked during the fifth year,
the preparer would be considered negligent at least with regard to re-
turns prepared in accord with the ruling for the sixth, seventh, eighth,
ninth and tenth years, and (depending upon the facts and circum-
stances) perhaps also for the fifth year.

In the case of any claim for refund based on the 15 percent pay-
ment, the IRS may resume its collection activities only upon final
resolution of the matter. Final resolution includes any settlement
between the Internal Revenue Service and the income tax return
preparer, or any final decision by a court, and includes the types of
determinations provided under existing law (see. 1313 (a)) relating to
taxpayer. deficiences. During; any period of appeal of any assessed
penalty for which the IRS is prevented from pursuing collection of

* If the ncome tax return preparer pays the entire mount of the penalty, a claim for
refund can be filed at any time within three years after the time the penalty was paid.



the remainder of the penalty, the running of the statute of limitations
for collection is suspended.

Regardless of whether or not the penalties assessed are appealed by
the income tax preparer, any payment of such penalties will be re-
funded to the income tax return preparer if it is determined by final
administrative or judicial action involving the taxpayer that there
was no understatement of liability in the case of the return for which
the penalty was assessed. For example, if an income tax return pre-
parer pays the penalty with respect to a specific return and at a later
date the taxpayer obtains an administrative or judicial determination
to the effect that no understatement of tax existed on his return, a re-
fund of the penalty is to be automatically provided to the income tax
return preparer. The Internal Revenue Service is to make this refund
to the income tax return preparer whether or not a request for the
refund is made by the preparer and regardless of the running of
any statute of limitations.

In addition, the amendment establishes a civil penalty of $500
against any income tax return preparer who endorses or otherwise
negotiates (directly or through an agent) any check which is issued
with respect to taxes imposed by subtitle A of the Internal,Revenue
Code and which is issued to a taxpayer other than the income tax re-
turn preparer. This provision is to apply to endorsements (such as
forgeries) or other negotiations which are illegal under present law as
well as to presently legal transactions where a return preparerendorses
or negotiates a check issued to another taxpayer (for example, by rea-
son of a power of attorney or because of a specific or bearer enaorse-
ment by the taxpayer). This penalty is to apply whether or not there-
turn preparer endorses or negotiates the check directly or through
some other person (other than the taxayer) as agent on his behalf.

Power to seek injunwtions.-The committee amendment grants the
Secretary the power to seek an injunction prohibiting an income tax
return preparer from engaging in specific practices or from' acting
as an income tax return preparer. The Secretary may bring suit in
the United States District Court for the district in which the pre-
parer resides, or has his principal place of business, or the district in
which the taxpayer whose return is the basis for the action resides.

The injunction may be sought whenever the Secretary believes that
an income tax return preparer has engaged in conduct subject to mone-
tary penalties under the provisions of the committee amendment, has
engaged in conduct subject to criminal penalties under the Internal
Revenue Code, has misrepresented his eligibility to practice before
the Internal Revenue Service, has misrepresented his experience and
education as an income tax return preparer, has guaranteed the pay-
ment of any tax refund or the allowance of any tax credit, or has
engaged in any other fraudulent or deceptive conduct similar in nature
to the above types of conduct which substantially interferes with the
proper administration of the internal, revenue laws. If the court
believes injunctive relief is appropriate, it may enjoin an income tax
return preparer from continuing to engage in such conduct. If the
court determines that a preparer has continually or repeatedly en-
gaged in any such conduct and that an injunction prohibiting only the
specific type of conduct would not suffice toprevent interference with



tax administration, the court may enjoin the preparer from engaging
in business as a tax return preparer.

The Secretary may seek such an injunction without regard to
whether or not penalties have been or may be assessed against any
income tax return preparer. Thus, it would be permissible for the Sec-
retary both to assess penalties against a taxpayer for certain acts and
to seek an injunction prohibiting the tax return preparer from engag-
ihg further in such conduct or from acting as an income tax return
preparer.

The'injunctive relief sought by the Secretary must be commensurate
with the conduct which led to the seeking of the injunction. For ex-
ample, if an income tax return preparer, who is only experienced in
preparing individuals' returns, overstates his qualifications as a pre-
parer by claiming expertise in the preparation of corporate returns,
it is anticipated that any injunction would be directed toward the
misrepresentation itself or the preparation of corporate returns and
not toward preventing the preparer from preparing any returns at all.
Furthermore, if some of an employer's employee-preparers have en-
gaged in conduct leading to a request for an injunction against the
further preparation of returns, any injunction is to be sought only
against those preparers and not the employer (or other employees),
unless the employer (or other employees) is actively involved in the
improper conduct. Nothing in this provision is to alter the inherent
authority of the courts to limit the scope and duration of any injunc-
tion as is deemed appropriate given the actions leading to the request
for injunctive relief.

To the extent permitted under the Federal Rules of Civil Procedure,
the Secretary may seek a temporary restraining order on an ex parte
basis under this provision. However,, the Secretary is to seek such
an order only in those extreme cases where the administration of the
tax laws would be irreparably harmed by the continuation of the
conduct against which the restraining order is sought.
. An income tax return preparer may, however, prevent the Secretary
from initiating or pursuing an injunctive action based on the penalties
provided for in this bill if such preparer files with the Secretary a
bond of $50,000 as surety for the payment of any of the penalties
which might be assessed. The bond need not be continued if the
penalties which gave rise to the injunctive action have been assessed
and paid.

Effective date
This provision is to apply to documents prepared after December 31,

1976.
Revenue estimate

This provision will not have any revenue impact.

4. Jeopardy and Termination Assessments (sec. 1204 of the bill
and sees. 6851,6863, and 7429 of the Code)

Present lmp
Under normal assessment procedure, there is generally a consider-

able lapse of time between a-taxpayer's first notice that the Internal
Revenue Service is seeking to collect taxes from him and the actual



enforced collection of those taxes For example, a taxpayer who does
not agree with a proposed assessment of income taxes may pursue
administrative appeals within the Service, and, if no agreement is
reached, the taxpayer may petition the Tax Court after the Service
has issued a notice of deficiency, all without paying the tax allegedly
due. On the other hand, when the Service determines that the collection
of a tax may be in jeopardy, it may forgo the normal time-consuming
assessment and collection procedures and immediately assess and col-
lect the tax. For this purpose, there are two basic types of special
assessments-jeopardy assessments and termination assessments.

1

Jeopardy assessments are of two different types depending on
whether the taxes involved are (1) income, estate, gift, or certain excise
taxes (those taxes that are normally dealt with under the notice of
deficiency procedures) or (2) other taxes (such as employment taxes
and wagering taxes).

Use of jeopardy assessments related to income, etc., taxes.-If the
Service determines that the collection of income estate, gift, or certain
excise taxes is in jeopardy, a jeopardy assessment may be made under
section 6861 of the Code. Under such an assessment, the Service deter-
mines that a deficiency exists and that its assessment or collection
would be jeopardized by the delay. The Service is then authorized im-
mediately to (1) assess the tax, (2) send a notice and demand for pay-
ment, and (3) levy upon the taxpayer's property for its collection.
The 10-day waiting period normally required between demand for
payment and seizure of the taxpayer's property does not apply in this
case. However, if the jeopardy assessment is made before the, statutory
notice of deficiency is sent to the taxpayer, the Service is required to
send the notice within 60 days after the jeopardy assessment is made.

The judicial remedies available to a taxpayer who has been subject
to a section 6861 jeopardy assessment are identical to the remedies
available for a normal assessment. Upon receiving a notice of defi-
ciency, the taxpayer may file a petition for redetermination in the Tax
Court.2 Alternatively, the taxpayer may pay the full amount of the
deficiency, file a claim for refund with the Service, wait 6 months
(unless the claim is denied by the Service sooner), and then file a re-
fund action in a Federal district court or the Court of Claims.

The taxpayer who has been subjected to a jeopardy -assessment, how-
ever, does not have all the protection afforded the ordinary taxpayer
during the judicial review. In the normal deficiency case, the Service is
prohibited from making an assessment and taking collection action
against a taxpayer's property prior to the time allowed for filing
a petition for determination and during the time litigation is pend-
ing in the Tax Court. Although the Service is generally precluded
from selling any property seized prior to or during Tax Court litiga-
tion, the jeopardy taxpayer-unlike the ordinary taxpayer-loses the

' The Internal Revenue Manual states that a jeopardy or termination assessment
should not he made unless at least one of the follow. three conditions is met:

(1) The taxpayer is or appears to be designing quickly to depart fromithe United
States or to conceal himself;

(2) The taxpayer is or appears to be designing quickly to place his property beyond
the r'ah of the Government either by removing it from the United States, or by con-
cealng it. or by trausferrlng it to other persons. or by dissipating it; or,

(.ii The taxpayer's financial solvency appears to be imperiled.
2The notice is a jurisdictional prerequisite to ltigation In the Tax Court.



use of whatever property has been seized by the Service while relief is
sought in the Tax Court.

Use of jeopardy assessments relating to other taxes.-If the Service
determines that collection of any tax liability relating to a tax other
than an income, estate, gift, or certain excise tax is in jeopardy, the
Service may make a jeopardy assessment under section 6862. This
type of jeopardy assessment differs from that jeopardy assessment
under section 6861 in that the taxpayer does not have the right to
appeal the Service's determination to the Tax Court because the Tax
Court has no jurisdiction in cases involving the types of taxes covered
by section 6862.

As in the case of a section 6861 jeopardy assessment, if the Service
determines that a tax is due and that the assessment or collection of
the tax would be jeopardized by delay, the Service is authorized
to immediately assess and levy upon the taxpayer's property. How-
ever, unlike the prohibition that prevents the Service from selling
any property seized. under a section 6861 jeopardy assessment before
Tax Court appeal rights have been exhausted, property seized as a
result'of a section 6862 jeopardy assessment (since the case cannot
be taken to the Tax Court) can be sold before the taxpayer has a
right to contest the tax liability.

The appeal rights for a taxpayer who has been subject to a section
6862 jeopardy assessment begin after payment of the tax and filing
of a claim for refund with the Service. The taxpayer must wait 6
months--unless the Service denies the claim sooner-and then either
the Federal district court or Court of Claims will consider a refund
suit by the taxpayer.

Use of termination assessments.The two types of jeopardy assess-
mentdiscussed up to this point are used only where the deficiency is
determined after the end of the year to which it relates. A termina-
tion assessment (sec. 6851 of the Code) may be made when the col-
lection of an income tax is in jeopardy before the end of a taxpayer's
normal tax year or before the statutory date the taxpayer is required
to file a return and pay the tax. Under a termination assessment,
which may be made only to collect income taxes, if the Service finds
that the collection of a tax is in jeopardy, it is authorized to:

(1) serve notice on the taxpayer of the termination of his
taxable period;

(2) demand immediate payment of any tax determined to be
due for the terminated period; and

(3) if payment is not received, immediately levy upon the
taxpayer's property.

Any amount collected as a result of the termination assessment is
credited against the tax finally determined to be due for the tax-
payer's full year liability. The 10-day waiting period normally re-
quired between demand for payment and seizure of the taxpayer's
property does not apply when a termination assessment is made.

In recent years there has been considerable litigation and confusion
concerning the judicial remedies of taxpayers who have been subject
to termination assessments. It has been the Service's position, in the
case of termination assessments, that its authority to assess is not
limited by requirements (such as found in section 6861) that the Serv-



ice must send to the taxpayer a deficiency notice within 60 days after
assessment. Thus, under the Service's position, a taxpayer who has
been subject to a termination assessment may contest the assessment
only by (1) paying the assessed tax, (2) filing a claim for refund with
the Service, and (3) after 6 months, unless the refund claim is denied
sooner, filing a refund action with the Federal district court or Court
of Claims. Since it also has been the Service's practice not to consider
a refund claim until after the end of the taxpayer's normal tax year,
there could be a considerable delay until the taxpayer can obtain
judicial review of his case, and during this delay the taxpayers
deprived of the use of any refund to which he would, be enL
titled. Before the Laing decision (see footnote 3, below), son-courts
had sustained the Service's position, and other courts had rejected it.

On January 13, 1976 (after H.R. 10612 was passed by the House),
the Supreme Court held 3 that when a taxpayer has been subjected to
a termination assessment, the Service is required to send the taxpayer
a notice of deficiency within 60 days after assessment (see footnote 2,
above). In addition, the Court held that the Service has no authority
to sell property seized pursuant to a termination assessment before the
taxpayer has had an opportunity for judicial review of the tax
liability in the Tax Court.

In recent years, most taxpayers who have been subject to termina-
tion assessments. have been suspected of dealing in narcotics. Patimu
larly during 1972 and 1973, a concerted. effort was made to utilize
termination assessments to "reduce the profitability" of dealing in
illegal drugs. In 1974, however, the Service revised its guidelines to
emphasize that termination assessments (and jeopardy assessments)
were to be utilized to achieve maximum compliance with the internal
revenue laws 'rather than to attempt to disrupt the distribution of
narcotics.

Reasons for change
As a result of concern in this area, the Joint Committee on Internal

Revenue Taxation, on December 27, 1974, requested the General Ac-
counting Office to act as its agent in reviewing the procedures followed
by the Internal Revenue Service in making jeopardy assessments. The
review was to include how the Service uses these enforcement tools, how
often they are used, and whether their use varies significantly from
district to district. Because of developing Congressional tax reform
schedules, the GAO expedited its review and therefore limited its
work to two IRS districts. The GAO has recently submitted'its report
to the Joint Committee.

The GAO report indicated that most jeopardy assessments and ter-
inination assessments were utilized against taxpayers alledldy' en-
gaged in illegal activities, although some of the jeopardy ise s-
ments under section 6862 were utilized to collect penalty taxeg frqm
persons who had failed to collect, or pay over, employment taxs.
Although the GAO generally concluded that these types of assess-
ments had not been misused, it did note that the termination assess-
inents were generally unproductive from a tax collection viewpoint,

S Laing v. United States, - U.S. -, 7-1, USTC par. 9164, 37 ArTR 2d 7-30.

96 S. 't. 473.



since in 25 cases which had been completed at the time of review,
$742,294 was assessed but the total tax deficiency after audit was only
$36,665 (4.9 percent of the assessments). The GAO also noted that, in
at least one case where a section 6862 jeopardy assessment was used to
collect penalty taxes resulting from a corporation's failure to pay
employment taxes, it was at least possible that the taxpayer was not
liable for payment of the penalty tax.

The jeopardy and termination assessment powers granted to the
Internal Revenue Service are generally considered valuable weapons
which the Service can effectively utilize iin unusual circumstances to
prevent taxpayers from avoiding the payment of taxes. However, a
taxpayer who has been subjected to such an assessment may suffer
considerable hardship. This may result from the suddenness with
which action may be taken.

Hardship may also result because of the requirement that, if the
assessment is made under section 6862 (jeopardy assessment for other
than income, estate, or gift,tax, or certain excise taxes), the taxpayer
must pay the tax, file a claim for refund, and then wait six months
before filing a suit for refund. In addition, property seized following
a jeopardy assessment under section 6862 can be sold before the tax-
payer can contest the tax liability.

Since a taxpayer subjected to a section 6851 termination assessment
or a section 6861 jeopardy assessment must be mailed a deficiency
notice within 60 days after the assessment, the problem is less acute
in this case than in the case of a taxpayer subjected to a section 6862
assessment. However, since, even in the case of a termination assess-
ment or a section 6861 jeopardy assessment, a taxpayer may have to
wait at least 60 days to petition the Tax Court and then his case will
be placed on the regular docket of the Tax Court, his judicial remedy
(considered in the light of the fact that substantially all of his assets
may have been seized) is not, sufficiently speedy to avoid undue hard-
ship in cases where the assessment may have been inappropriate. In
addition, although a -taxpayer subjected to an assessment under sec-
tiOn 6851 or 6861 has statutory' protection against his assets (seized
pursuant to the assessment) being sold prior to or during judicial
proceedings; no such protection exists with respect to assets seized
-pursuant to assessments made under section 6862:"

Furthermore, some may argue that under present law a taxpayer's
rights for review of the Service's action are constitutionally
inadequate. That argument would be based on the premise that, in
view of the hardship that may be suffered by a taxpayer -who has
been the subject of a jeopardy or termination assessment, it is not
sufficient to provide that within 60 days a taxpayer could file a petition
with the Tax Court which generally could be expected to render an
opinion within 12 to 30 months after the petition is filed.

On March 8, 1976, the Supreme Court decided the case of Commis-
sioner v. Shapiro, - U.S. -, 76-1 USTC par. 9266, 37 AFTR
2d 76-959 (1976), involving an interpretation of the Anti-Injunction
Act (section 7421 of the Code) with respect to a taxpayer against
whom a jeopardy assessment had been made. In this case, the Supreme
Court rejected the Commissioner's position that he "has no obligation
to provide that the seizure has any basis in fact no matter how severe



or irreparable the injury to the taxpayer aid no matter how inade-
quate his eventual remedy in the Tax Court." (Slip opinion, p. 15)
The Supreme Court also indicated that, at least in, certain clicum-
stances, a taxpayer may be constitutionally entitled to a more tepid
judicial or administrative review of the Servibe's basis fir a seizure of
assets pursuant to a jeopardy assessment than is provided by-his right
to petition the Tax Court under the normal Tax Court procedures. In
its opinion (at footnote 12), the Supreme Court also stated:: '

"Nothing we hold today, of course, would prevent the Government
frolt providing an administrative or other-forun outside the Art. III
judicial system for whatever preliminarT inquiry is to be made, as the
basis for a jeopardy assessment and levy."

Under the circumstances, the committee feels that a taxpayer should
be able to obtain judicial review of the propriety of a jeopardy assess-
ment or a termination assessment on an expedited basis and also that
assets levied on by reason of any jeopardy assessment or termination
assessment should not be sold prior to or during the-pendency of tkils
judicial review. Also, the committee believes that the rules velating
to the possible creation. of multiple short taxable years by reason of
termination assessments need to be revised.

Explanation of provisions
The committee amendment adds a new provision (see. 7429) which

provides for expedited administrative and judicial review of jeopardy
and termination assessments. Under this new procedure, within five
days after the date on which a jeopardy or termination assessment
is made, the Service is required to give the taxpayer a written state-
ment of the information upon which the Serv ,ce relies in making the
assessment. Within 30 days after thp statement is furnished (or re-
quired to be furnished), the taxpayer may request the Service to review
the propriety of the jeopardy or termination assessment. After such a
request is made, the Service is to determine (1) whether the making of
the jeopardy or termination assessment is reasonable urder the cir-
cumstances and (2) whether the amount assessed is appropriatajsder
the circumstances. In making their determinations, the Servige is to
take into account not only information available at the time the assess
ment is made but also information which subsequently becomes avail-
able.' If the Service finds that the assessment is inapprop rate or ex-
cessive in amount, it may abate the assessment in whole or in parts .

If the taxpayer is not satisfied with the results of the administrative
review, he may, within 30 days after the Service makes a deteremina-
tion on his request (or, if earlier, within 30 days after the 16th-day
after the request for administrativereview was made), bring an action
in the United States District Court for the district in which he resides.
Within 20 days after the commencement of this action, the district
court is to make independent, de novo determinations as to (1) whether
the making of the jeopardy or termination assessment is reasonable

4 Since the Service (and the court) may rely on information whieh becomes available
after the ainhiog of the assessment, the abatement (in whole or In part), of a Jeopardy
or termination assessment does not necessarily imply that the Service acted Improperly
in making the assesoment.

Both the Service and the court are intended to have discretion to abate an osses-
ment (tin whole or In part) even If the assessment I not found to be inanoropriate or
excessive, If there Is a finding that the taxpayer would suffer unusual hardship.
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under the circumstances, and (2) whether the amount assessed or de-
manded is appropriate under the circumstances. In making these de-
terminations, the court is to. take into account not only information
available to the Service at the time of the assessment but also any other
information which bears on these issues. The court has authority to
effectuate its determination by ordering, where appropriate, the abate-
ment of the assessment (in whole or in part) or qther appropriate re-
lief. The 20-day period may be extended by not more than 40 addi-
tional days at the request of the taxpayer, but may not be extended at
the request of the'Treasury Department or the court. It is further pro-
vided that a determination by the district court may not be appealed to
or reviewed by any other court.

In tins court proceeding, the Treasury Department has the burden
of proof as to whether the'making of the jeopardy or termination
assessment is reasonable.6 If an issue is raised as to the reasonableness
of the amount assessed, the Treasury Department is required to pro-
vide a written statement (such as in its answer to the taxpayer's
petition) setting forth its basis for determining the amount assessed,
but the taxpayer is required to bear the burden of proof. This is similar
to the division of burden of proof in civil fraud cases. The burden of
proof as to the reasonableness of the assessment is placed on the Treas-
ury Department because the making of a jeopardy or termination
assessment involves more severe consequences to the taxpayer than a
normal assessment, and, as in the case of civil fraud, the imposition
of these consequences differs substantially from normal assessment and
collection procedure.

In determining whether the amount assessed is appropriate under
the circumstances, the court is not expected to attempt to determine
ultimate tax liability. Rather, the issue to be determined is whether,
based on the information then available, the amount of the assessment
is reasonable. Thus, for example, in the absence of other evidence
made available to the Internal Revenue Service before the proceed-
ing or during the proceeding, an estimate of the taxpayer's liability to
date based on information in fact available to the Internal Revenue
Service will be presumed to be reasonable.

A determination made under new section 7429 will have no effect
upon the determination of the correct tax liability in a subsequent pro-
ceeding. The proceeding under the new provision is to be a separate
proceeding which is unrelated, substantively and procedurally, to
any subsequent proceeding to determine the correct tax liability, either
by action for refund in a Federal district court or the Court of Claims
or by a proceeding in the Tax Court.

The House bill did not contain the requirements that the Service
,give the taxpayer a written statement of the information upon which
it relied in making the jeopardy or termination assessment, nor did it
contain any provision for administrative review. The committee
amendment adds these provisions because it believes that this state-
ment to the taxpayer and an opportunity for administrative. review

The committee believes that the general standards set forth in the Internal Revenue
Manual relating 'to the conditions which must exist before a )eopsrdy or termination
asesment Is made are reasonable. (See footnote 1 for the standards provided in the
manual.)



will allow the taxpayer and the Service to exchange information and,
in most cases, either to 'work out a solution satisfactory to both parties
or at least to facilitate the court proceeding. These provisions could
delay court review for only 20 days, and, in the committe' judgment,
the delay appears to be more than counterbalanced' by the likelihood
that the court proceedings would be facilitated by the exchange of
information and that some court proceedings could be avoided entirely.

The House bill provided for expedited review of jeopardy and tet-
mination assessments by the Tax Court.4 The committee amendment
provides that such review is to take plade in thedistrict court because
it is contemplated that taxpayers would find it easier and more con-
venient to bring an action in the district courts. In addition, since the
Tax Court does not have permanent facilities (or judges or commis-
sioners sitting) throughout the country, review of these procedures is
likely to be less of a burden if placed in the district courts.

The committee amendment also provides that, during the period
necessary to complete administrative review, and, if administrative
review is sought, during the period necessary to seek judicial review,
property seized pursuant to a jeopardy or termination assessment may
not be sold unless (1) it is perishable, (2) the taxpayer consents, or
the expenses of conservation or maintenance would greatly reduce the
net proceeds. Where judicial review is sought, these restrictions also
apply during the period until a judicial determination is made. This
provision is similar to the provision in the House bill.

After the House bill was passed, the Supreme Court in the Laing
case held that, since restraints on section 6861 also applied to assess-
ments under 6851, property' seized pursuant 'to a" termination assess-
ment could not be'sold prior to an oppbrtunity for Tax Court review
of the amount of tax liability, and if a petition is filed in the Tax Court,
prior to the completion of the action on the tax liability. The commtit-
tee amendment follows this decision in this respect

Since the committee amendment provides this special proceeding
whereby the taxpayer can have both' administrative and judicial re-
view of the appropriateness of -the jeopardy or termination assess-
ment within as few as 40 days after the making of such assessment,
the committee believes it is appropriate to provide that the making of
a termination assessment does not terminate a taxable year, create a
deficiency, or require the Service to give the taxpayer a notice of 'defi-
ciency within 60 days of a termination. assessment. (The House bill
continued present law in this regard to allow the termination of the
taxable year.) The decision in the Liinq case interprets the existing
law to require such a notice within 60 days of the making of the ter-
mination assessment since it regards the amount assessed pursuant to
such an assessment as a deficiency. This approach, however, would
have the effect of requiring courts to make a determination of tax
liability based upon less than a full taxable year. Such a determination
appears to be inconsistent with' the provisions of section 6851(b)
allowing the taxable year to be reopened after termination until its
normal end if the taxpayer has income after the termination. The re-
quirement of multiple short taxable years' could not'only create ad-
ministrative problems for the Service, but also could result in detri-



ment to the taxpayer whose income tax liability might be greater
because of the multiple years.7

. Therefore, the committee amendment revises section 6851 to provide
that a termination, assessment does not end the taxable year for any
purpose other than the computation of the amount of tax to be asses-
sed and collected. Also, the language relating to reopening of a tax-
able year is eliminated. This has the general effect of treating amounts
assessed and collected pursuant to termination assessments in a man-
ner similar to the collection of estimated taxes. Such an enforced col-
lection, however, is. subject to the administrative and judicial review
described above, but it does not have the effect of terminating the tax-
payer's taxable year. Rather, such taxable year continues until its nor-
mal end.

The committee believes it is appropriate to allow a taxpayer who has
been subjected to a termination assessment to contest the ultimate
issue of his tax liability in the Tax Court in the same manner as is pro-
vided with respect to a taxpayer who has been subjected to a jeopardy
assessment. Consequently, the committee amendment provides that
within 60 days after the later of the due date of the taxpayer's return
for the full taxable year or the date on which the return is actually
filed, the Service must send the taxpayer a notice of deficiency s

Effective date
These provisions apply to jeopardy and termination assessments

where the notice and demand takes place after December 31, 1976.
Revenue effect

These provisions do not have any revenue impact.

5. Administrative Summons (see. 1205 of the bill and see. 7609 of
the Code)

Present lat
Under present law, the en h d the course ofan investigation to determine the tax liability ot a person, "to examine

any books, papers, records, or other data which may be relevant ormaterial" to the investigation. This includes not only the right toexamine records in the possession of the taxpayer but also the authorityto issue a summons to "any person" having possession or custody of

' Thus, for instance, gambling winnings can be offset by gambling losses only withinthe same taxable year. Consequently, if a gambler were the subject of a termination
assessment, he mlgbt well, he worse sit with two short taxable years than a full taxablea number of complicated lsses might well have to he faced, sorb as ad ot-
ngriitatous on the somber of taxable years for carryovers and carrybacha (sorb asthose for net oWerating losses sod the investment ccedit) and problems relating to an-
nalisaion of the tanaver's inrosoe.

t The committee amendment also makes a number of technical changes to the rode
to conform to the revisions of section 51 (a) and (b) and to clarity the manner inwhich the tax is computed both where there is one termination assessment in a tanabieyear and whe there are multiple terminations huo, for instance, it is provided thatcertain roles relating to jeopardy assessments aesl apply to termination assessments.

including provisions indicating that the service has discretionary authority to abste
where jeopardy Is not shown to exist (even without regard to the review press describedshove). The requirendmt of a return for the short period after a termination asseso
nent has been made is repealed and section 61a is amended to specifically aliow the

Service in designate the p lace for filing returns by taxpayers who have bees subjected toa termination assessment Section 2-1(h)(1) is amended to provide the amountscollected orsant to a termination assessment ore not treated as payments which would
he utillined in determining whether there was a deficiency. Further, the rsles relating toa bend to stay collection of a termination assessmenthave been integrated with those
relating to jeopardy assessments in section 68a (a).



records "relating to the business of the person liable for tax" as well
as the authority to take the testimony of any such person under oath
(see. 7602). In certain cases, where the Service has reason to believe
that certain transactions have occurred which may affect the tax liabil-
ity of some taxpayer, but is unable for some reason to determine the
specific taxpayer who may be involved, the Service may serve a so-
called "John Doe" summons, which means that books and records relat-
ing to certain transactions are requested, although the name of the tax-
payer involved is not specified (United States v. Bisceglia, 95 S. Ct.
915 (1975)). The summonses served by the Internal Revenue Service,
which may be referred to as administrative summonses, may be en-
forced where necessary by appropriate court procedure.

Where the summons is served on a person who is not the taxpayer
(i.e., a third-party summons), the party summoned may challenge the
summons for procedural defects (i.e., on grounds that the summons is,
not validly served or is ambiguous, vague or otherwise deficient in
describing the material requested), on grounds of the attorney-client
privilege (where applicable) and on other grounds, such as an asser-
tion that the material subject to summons is not relevant to a lawful
investigation, or that it is not possible for the witness to comply (as
where the records are not in his possession). However, there is no legal
requirement that the taxpayer (or other party) to whose business or
transactions the summoned records relate be informed that a third-
party summons has been served.,

Reasons for change
The use of the administrative summons, including the third-party

summons, is a necessary tool for the IRS in conducting many legiti-
mate investigations concerning the proper determination of iax. The
administration of the tax laws requires that the Service be entitled to
obtain records, etc., without an advance showing of probable cause
or other standards which usually are involved in the issuance of a
search warrant. On the other hand, the use of this iniportant investi-
gative tool should not unreasonably infringe on the civil rights of
taxpayers, including the right to privacy.

The Service has instituted an administrative policy designed to
establish certain safeguards in this area. Under this policy, IRS rep-
resentatives are instructed to obtain information from taxpayers and
third parties on a voluntary basis where possible. Where a third party
summons is served, advance supervisory approval is required. In the
case of a John Doe summons, the advance supervisory approval must
be obtained on a high level basis. The committee believes, however, that
these administrative changes, while commendable, do not fully provide
all of the safeguards which might be desirable in terms of protecting
the right of privacy.

The committee believes that many of the problems in this area
would be cured if the parties to whom the records pertain were advised
of the service of a third-party summons, and were afforded a reason-
able and speedy means to challenge the srn'mons where appropriate.
While the third-party witness also has this right ofchallenge, even

.I In United States v. Milter, decided on Aril 21. i076. the Stnreme Court held that
a taxpayer bad no Drotectshle iFourth amendment Interest In certain bank records main.
gained pursuant to the Bank Secrecy Act of 1970.
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under present law, the interest of the third-party witness in protecting
the privacy of the records in question is frequently far less intense than
that of the person to whom the records pertain.

In the case of a John Doe summons, advance notice to the taxpayer
is obviously not possible. Here the committee decided that the IRS
agent should be required to show adequate grounds for serving the
summons in an independent review process before a court before any
such summons can be served.

Explanation of provisions
Under the committee amendment, in the case of a third-party sum-

mons to a bank, brokerage house, accountant, attorney, or other third-
party record keeper, the summons is to contain sufficient information
so that the record keeper is able to ascertain what books or records are
covered by the summons. Such description is to include the identity
(if known) of the person pertaining to whose business or transactions
the records are kept.

For purposes of thee rules, a third party recordkeeper is generally
to be a person engaged in making or keeping the records involving
transactions of other persons. For example, an administrative sum-
mons served on a partnership, with respect to records of the partner-
ship's own transactions, would not be subject to these rules.

Also, under the committee amendment, the Service is to be required
to send notice of the summons by registered or certified mail to the
person (or persons) who is identified in the description of the books
and records contained in the summons as the person relating to whose
business or transactions the books or records are kept.2 For example,
if the Service summons a bank to furnish records with respect to all
deposits and withdrawals of the X corporation for the year 1976, the
X corporation is to receive notice of the summons, because it is the
records concerning the transactions of the X corporation which are
being examined.3 Where more than one person is identified in the de-
scription of the records as a person the records of whose transactions
are to be inspected, then all such persons are to have the right to re-
ceiie notice under these provisions, and are also to have the right to
Challenge the summons, as discussed below.

The notice required under these rules is to be mailed not later than
'3 days after the administrative summons is served on the third-party
record keeper.

The committee also expects that the Service will prepare a summary
of the noticee's rights under these provisions, in layman's language,
and that a copy of this summary will be enclosed with each copy of
the certified notice, so that taxpayers and other noticees will not lose
their right to intervention due to inadvertance or ignorance of their
rights.

Under the amendment, the Service is not to attempt to obtain the
records covered under the summons until'the expiration of a 14-day

*Such notice is to be sent to the last known business or residential address of thenermon or persons so identified. (If no address In known, the notice may be left with the
third-nrty record keener.) ,

O0 course, the Service would not be otuired to send a notice to eaeh person to whomthe X corporation wrote a cheek during the period under examnation; not only wouldthis be lmnospile admtointratively. hut the identity of these persons would not even be
knoxn by the Service until the records had been examined.
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period from the date of the mailing of the notice to the taxpayer or
other notice. This is to give the taxpayer (or other noticee)' a 14-day
period in which to notify the bank or other third- party witness not to
comply with the summons. This notification may be in the form of a
letter sent by certified or r registered mail. A copy of this notice is to be
similarly mailed within this same 14-day period to the service officer
designated in the notice which the taxpayer receives. The notification
by the taxpayer or other noticee is to be treated as timely (within the
meaning of sec. 7502) if such notification is mailed within the 14-day
period.where the copy of the notification has not been received by the
Service within 3 days from the close of the 14-day period, the IRS
would be permitted to presume that the notification had not been
timely mailed.

Of course, where the noticee does not request the third-party witness
not to comply at this stage, he would still be permitted to assert such
defenses as may be available to him with respect to any evidence ob-
tained pursuant to the summons in any later court action in 'Which
the noticee was directly involved (i.e. affecting his tax liability or any
criminal charges which might be brought) to the same extent as may
be permitted under present law.

In case where noticees do exercise their right to request noncom-
pliance by notifying the third-party record keeper and the IRS, as
outlined above, the Service is not to seek to inspect the books or rec-
ords subject to the summons unless the Service goes into court and
obtains an order, against the third-party record keper, for enforce-
ment of its summons. Both the third-party record keeper and the
noticee are to be served with notice that an action fo, enforce-
ment has been instituted.5 The third-party record keeper could (if
it chose to oppose enforcement of the order) assert such defenses as
may be available to it, just as under present law. I

The noticee could also intervene in the action to enforce the sum-
mons and assert defenses to enforcement of summons which are
available under present law. In addition, the committee intends that
the noticee would have standing to raise other issues which could be
asserted by the third-party record keeper, such as assertingthat the
summons is ambiguous, vague or otherwise deficient in describing the
material requested, or that the material requested is not relevant to
a lawful investigation. In other words, the committee intends that the
noticee will be allowed to stand in the shoes of the third-party rqcrd
keeper and assert certain defenses to enforcement which witness
ore traditionally allowed to claim, but which may not be availabl. to
intervenors (under many court decisions) on ground of standing. .

At the same time, it should be made clear that the purpose of this
procedure is to facilitate the opportunity of the noticee to raise'de-
fenses which are already available under the law (either to the notice
or to the third-party witness) and that these provisions are not in-
tended to expand the substantive rights of these parties. Also, of
course, the noticee will not be permitted to assert as defenses to en-

IUnder the committee amendment, the protection of these rule extends even if the person

identified in the summons (i.e., the notiee) is not a taxpayer whose tax liability is under
current investigation.

' Generally, the third-party witness would be served with process. The taxpayer or ete
notiee would be entitled to receive notice by certified or registered mail.



foreement issues which only affect.the interests of the third-party
record keeper, such as the defense that the third-party record keeper
was not properly served with the summons (i.e., wrong address) or
that it will be unduely burdensome for the third-party record keeper
to comply with the summons.

The committee does not wish these procedures to so delay tax in-
vestigations by the Service that they produce a problem for sound tax
'administration greater than the one they seek to solve. Accordingly,
the committee amendment provides that the disposition of any court
actions involved be heard on as expeditious a schedule as possible.

Also, to prevent the use of this procedure by a taxpayer purely for
the purpose of delay, the committee amendment provides that in cases
where the notice within the meaning of these rules is also the tax-
payer whose tax liability is under investigation in connection with the
summons, the statute of limitations for assessment of the taxpayer's
liability for the period with respect to which the summons relates,
a well as the criminal statute of limitations, is to be suspended during
the period of any court action by the Service to enforce the summons.6
Of course, this rule only applies where the notices has mailed notice
to the third-party witness not to comply with the summons. No sus-
pension of the statute occurs where enforcement of the summons is
only contested by the third-party record keeper.

In general, these rules apply in th case of a summons issued under
paragraph (2), of section 7602 (general examination of books and
records) as well as the specific summonses available in connection with
certain credits These rules also apply in connection with testimony
to be taken under summons from the third-party witness relating to
these books and records.

However, this procedure will not apply in the case of a summons used
solely for purposes of collection. Also, this procedure would not apply
in cases where the only information requested by the Service was
whether or not the third-party record keeper had records with respect
to - particular person (without requesting any information contained
in those records).

SThus, there the Service has made an assessment or obtaining a judg-
ment against a taxpayer and serves a summons on a bank, for example,
in order to determine whether the taxpayer has an account in that
bank, and -whether the assets in that account are sufficient to cover the
tax liability which has been assessed, the Service is not required, under
the committee amendment, to give notice to the taxpayer whose account
is involved. Also, notice is not required where the Service is attempting
to enforce fiduciary or transferee liability for a tax which has been
assessed. (Otherwise, there might be a possibility that the taxpayer,
transferee or fiduciary would use the 14-day grace period, which is

$Of course. closed years would not be reopened under these rules. The committeeevnerts that in the summery of debts which tbe Service to to scud to taxpayers (and
other notices). he service will inclse a dlescriotln of he roles relacine o the eusoension
of the statute of limitations, neludintg the specific years which will be affected if the
taxpayer requests third-prty noneom lMane with the summons and the Service sub-
sequently seeks enforcement of its summons. Where the notices is not the taxunayer undertsvestiestlou tne .

t
te of limitations is not to be suspended, and the summary of rights

lt to udlate this fact.
'd
T

4In taclude section 6420(e)() (coedit for gasoline used on farms), sectionhi21(f)t2 (re dit for gasoline used for nonhtghway purposes by local transit systems).
seetisd 04 4d)12) (credit for lubricating oil used In nonhighwav motor vehicles), and
section 64

2
,7(e) (2) (credit for fuels not used for taxable purposes).



provided under the provisions-oatlinid above (to withdraw the.money
in his account, thus frustrating the collection activity of the Servica)
However, this exception does not apply where the Servic is attempting
to obtain information concerning the taxpayer's account for purposes
other than collection as, for example, where theService is attempting
to compute the taxpayer's taxable income by, use of the "net worth"
method.

The committee amendment also provides a very limited exceptim
-to the general rule that the Service is to furnish notice whenever it
examines records of the taxpayer which; are maintained by a third-
party to cover the situation where the Service can demonstrate to a
court that compliance with the notice requirement createsa substab-
tial possibility that the notices may flee, engage in the destruction of
records (including those in his own hands) or engage in collusion with
or the intimidation of witnesses. The committee contemplates that this
will be a relatively unusual procedure, but believes this device should
be available for use by the Service in cases where it can be demo.-
strated, to the satisfaction of a court, that there is a significant possi-
bility that there may be a material interference with the lawful course
of an investigation if the taxpayer is informed that his records are
under examination.

In the case of a "John Doe" situation, where the Service has knowl-
edge of a particular transaction or transactions which, may affect-tax
liability, but does not know the identity of the person involved, itis
obviously not possible to comply with the notice rules ',outlined
above. Typically, when cases like this. have arisen in the past, the
Service has issued a "John Doe" summons to the third-party record
keeper, in which the record keeper is requested to supply' all. infor-
mation in its possession relating to such transactions (including amy
informationwhich the third party may have concerning the identity
of the taxpayer).

Recognizing that issues of privacy are involved -in connection with
the John Doe summons, the Service has made sparing.-uie 'of this
investigative tool. Nonetheless, there are cases where the facts of..a
particular case are so suggestive of possible tax liability that theServ-
ice could be remiss in its duty of collection and enforcement of the
Internal Revenue laws if it did not investigate. In some such-eircum-
stances, the John Doe summons is the only practical investigativetool
which is available.

Under the committee amendment, the Service would be authorilad
to serve a John Doe summons following a court proceeding in which
the Service established, to the satisfaction of the court that (1) the
summons relates to the investigation of a.particular person or group,
(2) there is a reasonable basis for believing that thigh person or group
has failed (or may fail, in the case of an investigation of a current
transaction) to comply with the internal reet lafl and (3) .the
information sought under the summons is not reidily available from
other sources and information concerning the identxtypf the person
or group involved is likewise not readily available. - -

In one reported case in this area, for example, the Service discovered
that a number of very old bills had been deposited in a bink, although
the identity of the depositor was not known to the Service' f United



State, v. Biscegia 95 S. Ct. 915 (1975)). The Service has also used
the John Doe summons to obtain the identity of the taxpayer where,
for 6 _-aple, an accountant has filed a "John and Mary Doe" tax re-
turn. In another case,.the Service used the John Doe summons to obtain
the names of corporate shareholders involved in -a taxable reorganiza-
tion which had been characterized by the corporation (in a letter to its
shareholders) as a nontaxable transaction. In these, and similar situa-
tions, where there are unusual (or possibly suspicious) circumstances,
and the Service needs to learn more details of the situation in order
to determine whether tax liability should be assessed against some
person (as well as the identity of the person who may be liable for
tax), use of the John Doe summons may be appropriate.

While the committee believes it is important to preserve the John
Doe summons as an investigative tool which may be used in appro-
priate circumstances, at the same time, the committee does not intend
that the John Doe summons is to be available for purposes of enabling
the Service to engage in a possible "fishing expedition." For this
reason, the committee intends that when the Service does seek court
authorization to serve John Doe summons, it will have specific facts
concerning a specific situation to present to the court.

On the other hand, the committee does not intend to impose an
undue burden on the Service, in connection with obtaining a court
authorization to serve this type of summons. For example, the Service
is not required to show that there is "probable cause" (within the
meaning of the criminal laws relating to the issuance of a search
warrant) to believe that a criminal act has occurred, or even that civil
fraud has occurred, or might be involved. It is enough for the Service
,o reveal to the court evidence that a transaction has occurred, or may
have occurred, and that the transaction (in the context of such facts
as may be known. to the Service at that time) is of such a nature as to
be reasonblv suggestive of the possibility that the correct tax liability
Mi"irespect to that transaction may not have been reported (or might
not be reported in the case of a current year transaction, with respect
to which a return is not yet due). Also the Service must convince the
court that it has made a good faith, reasonable effort to explore other
methods of investigation, and that use of the John Doe summons is the
only practical meas of obtaining the information contained in the
records described in the, summons.

In such circumstances,. issuance of a court order authorizing use of
the summons would be appropriate. Of course, the summons, when

.served, is to describe the particular information needed by the Service
with respect to that transaction with as great a specificity as possi-
ble, in order to minimize the burden on the third-party record keeper.
, Thecommittee contemplates that 4e court will review each John

.Doe summons. to be sure that the material requested is reasonably re-
lated, to the investigation, and that the summons is not overly broad
in terms of the records requested.
.,The committee amendment also contains a provision which would
authorize the Service to reimburse witnesses for the costs of comply-
ing with administrative summonses. Under these provisions the Serv-
ice is required to pay per diem and mileage costs when a witness is
required to appear in response to a summons and would authorize the



Service to reimburse a summoned party (other than the taxpayer or
his representatives) for direct costs incurred in locating,' copying and
transporting any summoned records (other than records in -which the
taxpayer has a proprietary interest). Such payments and reimburse-
ments are to be at rates, and subject to such conditions,as may be pre-
scribed in regulations.

The committee amendment is generally similar to the House bill.
However, the provisions allowing the Service a 3-day grace period to
mail notice to the taxpayer, providing for a suspensibn of the criminal
statute of limitations where the summons is protested by the taxpayer,
and suspending the notice requirement where the summons is solely
to determine if records exist, or where notice may result in a material
interference with an investigation, as well the rules on reimbursement
of witness costs, were added by the committee amendment.

Effective date
These amendments are to apply to summonses issued after Decem-

ber 31, 1976.
Revenue effect

These provisions donhot have any revenue impact.

6. Assessments in Case of Mathematical or Clerical Errors (see.
1206 of the bill and see. 6213 of the Code)

Present law
Under present law (see. 6213 (a)), in general, the Internal Revenue

Service must send the taxpayer a notice of deficiency and provide the
taxpayer an opportunity to petition the Tax Court before the Service
can assess a deficiency of income, estate, or gift tar orofa tax im-
posed under the private foundations provisions (chapter 42);or under
the provisions relating to qualified pension, etc., plans .(chapter 43).
An exception under present law, pbrnits the Service to summarily
assess any additional tax resulting from correction of 0a mathematital
error appearing on the return" (sec. 6213(b) (1)). In such a case, the
Service is not required to send a notice of deficiency to the taxpayer,
nor does the taxpayer have a right to judicial review (through a Tax
Court petition ) before being required to pay the tax. I

Where the Internal Revenue Service determines that a mathemati-
cal error has been made and, as a result, the taxpayer owes additbnal
tax, an assessment is summarily made, and a notice of matherayntlil
error which describes the error is sent to the taxDaver. Under th
Service's policy, before .it begins to collect the individual tardue on
account of the apparent error; the Se 'vice permits the'taxpayer to
explain why he or she believes there is no error. If the taxpayer sub-
stantiates the clkim, the Service's policy 'is to abate any assessment
which it may have made or refund any additional tax which the tax-
paver may have paid. Under present law, however, a taxpayer has no
right to claim abatement of any income, estate, or gift tax (sec. 6404

The term, mathematical error, has been'interpreted'by-the Service
to include several types of error which are broader in nature than
literal errors of arithmetic. The Service position is-that mathematical
error includes the following: errors in arithmetic (such as 2±2=5);



errors in transferring amounts correctly calculated on a schedule,
form, or another page of Form 1040 to either page 1 or page 2 of Form
1040; missing schedules, forms, or other substantiating information
required for inclusion with Form 1040; inconsistent entries and com-
putations (such as cases where total exemptions claimed do not agree
with the total used in computing the tax) ; and errors where the entry
exceeds a statutory numerical or percentage limitation (such as a
standard deduction claimed in excess of the maximum allowed by the
Code).

Court opinions, however, generally have limited the scope of the
term, mathematical error, to arithmetic errors involving numbers
which are themselves correct.

Reasons for change
Questions have been raised as to whether the Service has used its

mathematical errors summary assessment powers in cases where their
use is not authorized by the statute. The Service maintains that it
properly uses this procedure in categories of cases where most tax-
payers do not dispute the Service's conclusions, thereby substantially
iheducing administrative and other costs.

The Service has stated that the deficiency notice procedure is sig-
nificantly more costly than the mathematical error procedure, both in
terms of personnel and processing costs and in terms of the cost to
the Government of delays in collection of taxes. On the other hand,
the committee has concluded that the Service should not be able to
proceed summarily where the Service may have erred in its determina-
tion.

In balancing these considerations, the committee decided (1) to
provide greater protection for taxpayers who wish to contest Internal
Revenue Service summary assessments in mathematical error cases, by
restricting the Service's powers in such cases, and (2) to clarify the
kinds of cases in which the Service could use this restricted summary
assessment authority.

Explanation of provision
The amendment provides that where the Internal Revenue Service

uses the summary assessment procedure for mathematical errors
(changed to "mathiematical or clerical errors" under the amendment),
the taxpayer must be given an explanation of the asserted error (sec.
6213(b) (1)), the taxpayer must be given a period of time during
which he or she may require the Service to abate its assessment (see.
6213(b) (2) (A)), and the Service is not to proceed to collect on the
assessment 'until the taxpayer has agreed to the assessment or has
allowed his or her time for objecting to expire (sec. 6213 (b) (2) (B)).
The House bill is essentially the same as the committee amendment,
except for the effective date and the period during which the assess-
ment may be required to be abated.

Deflntio.-The bill defines the term "mathematical or clerical er-
ror" (sec. 6213(f) (2)) to mean-

(1) an error in addition, subtraction, multiplication, or divi-
sion shown on the return;

(2) an incorrect use of an Tnternal Revenue Service table if the
error is apparent from the existence of other information on the
return;



(3) inconsistent entries on the return;
(4) an omission of information required to be supplied on the

return in order to substantiate an item on that return; and
(5) entry of a deduction or credit item in an amount which

exceeds a statutory limit which is either (a) a specified monetary
amount or (b) a percentage, ratio, or fraction-if the items enter-
ing into the application of that linit appear on that return.

Arithmetic errors.-Examples of errors in addition, subtraction, etc.,
include 2+2=5 and 7-0=0. In the usual case, such an error will be
apparent and the correct answer will be obvious. However, care should
be taken to be sure that what appears to be an error in addition or
subtraction is not in reality an error in transcribing a number from a
work sheet, with the final figure being correct even though an inter-
mediate arithmetical step on the return appears to be wrong, For
example, there may appear to be an error on the Form 1040 in sub-
tracting itemized deductions (line 44) from adjusted gross income
(line 43), resulting in an understatement of taxable income (line 47).
However, examination of the return may show that the correct total of
itemized deductions (itemized on schedule A) would result in the
taxable income shown by the taxpayer on the Form 1040. The examina-
tion in such a case mijht reveal the error to be a transcription error
which did not affect tax liability. It is expected that the Service will
check such possible sources of apparent arithmetical errors before
instituting the summary assessment procedures.

Use of tables.-An example of an incorrect use of a table is the use
of a tax rate schedule X (single taxpayers) by a person who has
checked line 3 of the 1975 Form 1040, indicating that the taxpayer is
"married filing separately." Such a person should use the generally
higher tax figures in the right-hand portion of tax rate scedule Y.
In such a case. it is expected that the notification to the taxpayer will
indicate that the taxpayer used the single person's rate schedule, that
the taxpayer checked line 3 on the Form 1040, that such a taxpayer
should have used the married persons filing separately schedule, and
the notification should show the amount of the difference in tax
(indicating the amount from the married persons filing separately
schedule minus the amount from the single persons schedule). The
notice to the taxpayer is also to inquire whether the taxpayer is jufact
married and is to inquire as to such other information which might
enable the taxpayer to determine whether he or she might, be eligible
for a more favorable tax status even though married. For example, a
person legally separated from. his or her spouse may be treated as not
being married for purposes of the Internal Revenue Code (@m 2(c))
and therefore may be entitled to use the single person's schedule or
the even more favorable head of household schedule (schedule Z).

ITnonsistent entlies.-Care must be taken in administering the.next
category-inconsistent entries on the return. This category is intended
to encompass those cases where it is apparent which of the inconsistent
entries is correct and which is incorrect. For example, if the taxpayer's
entries as to personal exemptions on lines 6a, b, c, d, and e of Form 1040
add up to the total stated on line 7 (for exampleN assume that the total
is "6." correctly added), but the taxpayer on line 46 Qt Form 1040
multiplies $750 by a different number (for example, "7"), then the
Service is justified in regarding this as an error and correcting the
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error by multiplying the $750 for each exemption by, in the case cited
above, "6." Even in this case, however, the committee expects that the
Service will so phrase its notification to the taxpayer as to include
questions designed to show whether the taxpayer indeed is entitled
to the greater number of exemptions indicated on line 46 rather than
the lesser number of exemptions indicated on line 7.

However, the summary assessment procedure is not to be-used where
it is not clear which of the inconsistent entries is the correct one, For
example, line 6b of the Form 1040 requires the taxpayer to list, "First
names of your dependent children who lived with you" and then to
enter the number of those dependent children in a column for personal
exemptions. If a taxpayer lists three names on line 6b but then enters
"4,' in the column, it is not clear whether the taxpayer miscounted
(in which case the taxpayer should have written "3" in the column)
or whether the taxpayer erroneously omitted the name of one of the
dependent children (in which case the taxpayer's column-entry of
"4" would be correct). In this case, the Service should, of course, take
steps to determine which entry is correct, and the taxpayer has the
ob ion of showing that he or she is entitled to the number of
exemptions claimed. However, this summary assessment procedure is
not to be used where the Service is merely resolving an uncertainty
against the taxpayer.

Omissons of supporting schedu&es.-The next category is "an omis-
sion of information which is required to be supplied on the return to
substantiate an entry on the return". The intent of this provision is to
deal with situations where items should be supported by schedules
which are part of the return. For example, if deductions are itemized
(rather than the taxpayer taking the standard deduction), Schedule A
should be included with the return. Similarly, Schedule G should be
included if the taxpayer claims the benefits of income averaging. Also,
Form 4726 should be included if the taxpayer claims the benefits of the
maximum tax. Where the necessary supporting schedule is omitted
from the return, then the Service may proceed under this provision
by disallowing the beneficial treatment-unless the taxpayer supplies
the necessary schedule. Here, too, the notification by the Service should
be so designed as to encourage the taxpayer to supply the omitted
schedule. If the taxpayer supplies the omitted schedule, then this justi-
fication for use of the summary assessment procedure is no longer ap-
plicable, and the supplying of the schedule is to be treated as a re-
quest for an abatement of the summary assessment. If the omitted
schedule itself presents other mathematical or clerical errors (such as
errors in addition or inconsistent entries), then this may be a justifica-
tion for initiating a new summary assessment procedure based on those
asserted errors.I Exceedinq statutory limits.-The fifth category deals with deduc-
tion or credit items that exceed the statutory limit, where this is ap-
parent from the return. This category of error occurs, for example,
where a taxpayer (other than a married taxpayer filing a joint return)
takes a dividend exclusion of more than $100 ($200 for joint returns) or
more than the amount of the otherwise taxable dividends (see. 116).
However, this category of mathematical or clerical error does not ex-
tend to a dispute as to whether a given dividend qualifies for the ex-
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clusion (e.g., the exclusion does not apply to dividends from foreign
corporations, China Trade Act corporations, real estate investment
trusts, etc.). Another example of an error that falls into this fifth cate-
gory is the claiming of standard deduction greater than the dollar or

percentage limits applicable to that taxpayer. (See the percentage
standard deduction and low income allowance provisions of sec. 141.)

In the categories of cases that the committee has dealt with in this
amendment, not only is the error apparent from the face of the re-
turn, but the correct amount is determinable with a high degree of
probability from the information that appears on the return.1

Abatement.-The amendment (new sec. 6213(b) (2)) provides that
a taxpayer who receives notice of an assessment for additional tax
has 60 days (from the date the notice was sent) to file a request for an
abatement of the assessment stating the disagreement with the amount
of the assessment.

If the taxpayer sends such a request to the Service within the pre-
scribed time limit, the Service must abate the assessment. During this
60-day period, the Service is not to proceed to collect upon this sum-
mary assessment. Of course, if the assessment is abated, then it never
will be collected upon.

Effective date
The new summary assessment rules, together with the rights of

taxpayers to require abatement of any assessments made under those
rules, are to apply to income, estate, gift, private foundation, and
pension tax returns filed after December 31,1976.

Revenue effect
It is estimated that this provision will have no revenue effect.

7. Withholding Tax Provisions
a. Withholding of State and District Income Taxes for Military

Personnel (sec. 1207 of the bill and sees. 5516 and 5517 of title 5,
U.S.C.)

Present law
Under present law, the Secretary of the Treasury is required to enter

into agreements with States whicl request it to withhold State income
tax from Federal employees. These- agreements may not apply to
members of the Armed Forces.

Reasons for change
The absence of withholding has created problems for servicemen

who may not know that they are subject to State income tax and may
be assessed with a large deficiency when they return from active duty.
In addition, in the absence of withholding, many members of the
Armed Service have difficulty making the lump sum payments re-
quired when complying with the State tax on an annual basis. There
is considerable support among servicemen and other concerned groups

I It may be argued that the category of omissions of supporting schedules deports from
this general approach. As indicated above, the summary assessment in such a .ue iu to be
abated when the omitted schedule is supplied by the taxpayer: disputes as to the
adeooacy of the schedule that the taxpayer submits are to be dealt with under normal
administrative procedures and not by use of the extraordinary summary assessment
procedure (unless one of the other "mathematical or clerical errors' categories applies).



for providing withholding of State income taxes for members of the
Armed Forces.

In June 1974, the National Association of Tax Administrators
(NATA) unanimously decided to advise the Federal Government of
the States' desire for withholding of State income taxes from military
pay. In 1975, the General Accounting Office (GAO) report on this
question, Report to the Congress, By the Comptroller General of the
United States, "A Case for Providing Pay-as-You-Go Privileges to
Military Personnel for State Income Taxes", points out that, on the
basis of a limited study of compliance with State income tax by mili-
tary personnel in the Washington metropolitan area (covering the
income taxes of all three jurisdictions) the compliance with these
income taxes by legal residents of these jurisdictions was inadequate.
The report states in part:

"The Congress should enact legislation to provide military personnel
with pay--you-n privileges for State income taxes. Laws which
permit these taxes to be withheld from Federal civilian pay prohibit
such withholding on military pay....

"DOD cited administrative difficulties and costs of accomplishing
Vithholding as its principal objections. GAO recognizes it would cost
the Federal Government to withhold State income taxes from mili-
tary pay but similar withholding is being done with respect to civilian
employees of Federal agencies and by private firms having operations
national in scope."I In November 1975, the Advisory Commission on Intergovernmental
Relations recommended a change in the law to provide mandatory
*ltiolding of State income taxes from military personnel. As pointed
out In the October staff report on which this recommendation was
based, the compliance with State income tax by military personnel
is not good. As the report noted, "The absence of tax withholding
contributes to the military member's uncertainty about his income tax
obligation; it also makes payment of taxes more difficult and increases
the temptation not to file a tax return." The report further pointed out,
"The absence of withholding also complicates the enforcement process
for States and local governments." The report indicated that even
under the arrangement whereby the military reports payroll informa-
tion for military personnel to the States, compliance is poor and the
information is not adequate. The report further noted that if with-
holding is adopted, it will impose additional costs on the military
(but no more than on any private employer) and, accepting the mili-
tary's estimate of $4.7 million annually to operate the system, this
is only $2.50 per serviceman per year.

The Office of Management and Budget (OMB) has expressed ap-
proval of withholdingas indicated in its August 12, 1975 letter to the
GAO, which said in part:

"There is no question that the present system of withholding
state and local taxes from pay of Federal civilian employees has
proved to be beneficial both to the employee and to the states
and local municipalities This system makes it easier for indi-
viduals to meet their tax obligations and it also facilitates the
receipt of :revenues that appropriately belong to the affected
states. We believe similar benefits would be forthcoming if such
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a withholding system was applied to military pay and that the
Federal Government should provide whatever assistance is nec-
essary to assure that such a system is developed and implemented."

As a result of these concerns, the committee believes it is appr.-
priate to provide for the withholding of State income taxes for mem-
bers of the Armed Forces.

Ezplantion of proiso
The committee amendment amends section 5516 and 5517 of title 5

of the U.S.C. to eliminate the prohibition aginst the Secretary of
the Treasury entering into agreements with States and the District
of Columbia to withhold State income taxes from members of the
Armed Services. Thus, the Secretary of the Treasury will be required
to enter into agreements to withhold State and District income taxes
from members of the Armed Forces when the States and District re-
quest such withholding from military personnel who are liable for
such tax.

The committee expects that the Secretary of the Treasury will
consult with the Department of Defense and other concerned agen-
cies in designing such agreements in view of the fact that DOD will
do the actual withholding since it, not the Treasury, is the paying
agent and in view of the special problems that are involved in es-
tablishing the residence for tax purposes of military personnel.

These changes do not in any way affect, or imply any change in, the
existing rules which determine the situs for State income tax purposes
of a member of the Armed Forces. They do not in any way imply that
a State in which a member of the Armed Forces is stationed but of
which he is not a resident for tax purposes may assert jurisdiction over
such person. In other words, the existing rules for liability for State
income tax of members of the Armed Forces are left unchanged but
withholding from individuals who are members of the Armed Forces
and liable for these income taxes is provided.

The committee expects that the Department of Defense will con-
tribute to the effective implementation of this provision by making;
greater effort to instruct members of the Armed Forces in'their possi-
ble liability for State income taxes and the requirements of withhold-
in- in cases whore they are liable for such tax.

The committee also expects that the Secretary of the Treasury
and the Department of Defense will develop procedures for deter-
mining the residence for tax purposes of military personnel within
the context of agreements the Secretary of the Treasury enters into
with the States.

The burden imposed on the military bv the withholding require-
ment is not regarded as being more burdensome than that imposed
on private employers. Once the system is established for the military
withholding, its operation should not be sirnificantlv more burden-
some on the military than the rules applicable to private employers.
The nurnose of this requirement was to prevent discrimination against
the United States (as to emploveesl by the States. The Conaress be-
lieves that this withholding is a burden which the United States should
assume, both for the States and for the military and their families.
Therefore, any difference in burdens is not one which comes within
the purview of the requirement.
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The House bill contained a similar provision as the committee's
amendment, except that.the House provision applied when the military
service personnel requested withholding.

Effective date
This amendment contains its own effective date in that sections 5516

and 5517 (5 U.S.C.) require the Secretary to enter into a withholding
agreement 120 days after the request from the proper State official
and such request cannot be made until after the date of enactment of
this provision.

Revenue effect
This amendment has no effect on the Federal revenues, but is expected

to improve the effectiveness of individual income tax collection by
the States and the District of Columbia.

b. Withholding State and City Income Taxes From the Com-
pensation of Members of the National Guard or the Ready
Reserve (sec. 1207 of the bill and secs. 5516, 5517 of title 5,
UIS.C.)

Present law
Under present law, the Secretary of the Treasury is required to

enter into agreements with States and cities to withhold State and city
income taxes from the compensation of Federal employees. The agree-
ment, however, may not apply to pay for service as a member of the
Armed Forces.

Reasons for change
In the case of members of the National Guard or Ready Reserve who

are serving in this status within the State of which they are a resident,
the inability of the Federal Government to withhold State income tax
from their compensation often means they are faced either with large
lump-sum payments at the time of filing or they must make a declara-
tion of estimated tax and pay the tax quarterly. This is the same prob-
lem which led to the adoption of the Federal withholding of State
income tax provision in the first instance.

Explanation of provision
The committee amendment extends the provision under present law

%Puiring the Treasury to enter into agreements with States, the Dis-
trict of Columbia and cities to withhold income taxes from Federal
employees to members of the National Guard and Ready Reserve when
they are paid for performing regular training. The House bill provi-
sion is identical to the committee amendment.

Effective date
The present law provision which is amended by this amendment

contains its own effective date in that section 5517 (5 U.S.C.) requires
the Secretary to enter into a withholding agreement 120 days after the
request from the proper State official and such request cannot be made
until After the date of enactment of this provision.

Revenue effect
This provision has no effect on Federal revenues.
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c. Voluntary Withholding of State Income Taxes From the Com-
pensation of Federal Employees (sec. £207 of the bill and see,
5517, title 5, U.S.C.)

Present lu4
Under present law, the Secretary of the Treasury is required to en-

ter an agreement with a State to withhold State income tax from Fed-
eral employees in the State only if withholding State income tax is
generally required of employees. The Secretary cannot enter such
agreements in States where the withholding is voluntary.

Reasons for change
The prohibition against the Secretary of the Treasury entering into

withholding agment with States unless the requirement is imposed
generally was designed to prevent States from imposing more stringent
requirements on the Federal Government than they imposed on otheremployers who operated in the State. If withholding is voluntary in the
case of both private employers and the Federal Government, no dis-
cnimsnatin between them exists and the committee sees no reason to
prohibit the Federal Government from withholding State income
tax from its employees.

Eplanation of provision

The amendment permits the Secretary of the Treasury to enter into
agreements with States to withhold State income taxes from Federal
employees in those States where such withholding is voluntary. Thene
is no comparable provision in the House bill.

Effectie date
This provision has the same effective date as (b) above.

Revenue efect

This provision has no effect on Federal revenues.

d. Definition of City for Purposes of Withholding City Income
Tax From Federal Employees (sec. 1207 of the bill and see.
5520 of title 5, (JS.C.)

Present na et
Under present law, the Secretary of the Treasury is required to

enter into agreements to withhold city income or employment taxes
from Federal employees for incorporated cities with 500 or more
Federal employees.

Reasons for change
There are some jurisdictions (for example, townships, and city-

county governments) that impose Sincome or employment taxes but
are not incorporated cities. Consequently, the Federal Government
may not withhold the taxes imposed by these jurisdictions from the
pay of Federal employees. The committee believes the current defini-
tion of "city" is imposing an unintended restriction on the Federal
withholding of local taxes and the definition should therefore be
broadened.



Eplanation of pro vsion
The committee amendment broadens the definition of city to encom-

pass similar jurisdictions that are not defined as incorporated cities.
This provision is the same as H.R. 10572, which passed the House on
May 8, 1976. There is no comparable provision in the House bill.

Specifically, the amendment broadens the definition of city to in-
clude any unit of general local government which is either classified
as a municipality by the Bureau of the Census or is a town or town-
ship which, according to the Secretary of Treasury, meets the follow-
ing criteria:

"(1) it possesses powers and performs functions comparable
to those associated with municipalities,

" (2) it is closely settled, and
"(3) it contains within its boundaries no incorporated places, as

defined by the Bureau of the Census, within the political boun-
daries of which 500 or more persons are regularly employed by
all agencies of the Federal Government".

Effective date
The application of this provision has the same effective date as men-

tioned in (b) above.
Revenue effect

This provision has no effect on Federal revenues.

e. Withholding Tax on Certain Gambling Winnings (sec. 1207 of
the bill and see. 3402 of the Code)

Present law
Under present law, withholding on racetrack winnings is not re-

quired although payouts to winners of the daily double, Exacta, Per-
fecta and similar type pools are reportable on Form 1099 information
returns if the payout is based on betting odds of 300 to one or higher.

The regulations require that winnings be reported on 1099's when-
ever the winnings are $600 or more from a $2 bet because it is not prac-
tical to enforce reporting for odds lower than 300 to 1.

In addition, Nevada gambling casinos are required to report certain
large winnings from Keno and bing games on Form 1099 to the In-
ternal Revenue Service depending on the price of ticket as well as
the amount won.

Reasons for change
Although most wagering transactions have no tax significance since

themajority of bettors end up the year with no net wagering gains, the
special types of wagers mentioned above represent unique and occa-
sional windfalls that generally produce a significant tax liability. Even
with the information reporting requirements, many taxpayers do not
report these winnings on their income tax returns. One source of this
honreporting of income is, for example, the use of the so-called "10
percenters" at the racetrack. A 10 percenter is a person hired by the
winner to cash his ticket for 10 percent of the winnings and provide
fictitious identification so that the reporting on Form 1099 is provided
in a name other than that of the actual winner. These 10 percenters
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themselves seldom pay any income tax either by filing no tax return or
claiming sufficient offsetting losses.

Explanation of provision
To deal with the underreporting of gambling winnings, the com-

mittee amendment supplements the information reporting requirement
with a provision for withholding on certain winnings at a 20-percent
withholding rate. The House bill provision is identical to the commit-
tee amendment except for the effective date.

The person making the payment of winnings subject to withhold-
ing would be required to deduct and withhold from the payment 20
percent of such payment. The withholding would be based on the entire
payment rather than the amount of the winnings for ease of com-
pliance. The winnings subject to withholding would be the proceeds
of more than $1,000 from wagers in sweepstakes, wagering pools, or
lotteries (whether or not conducted by a State or agency or instru-
mentality of a State). In the case of winnings other than those men-
tioned -above, withholding is to be required on payments of more than
$1,000 from the wagering transaction if the amount of such proceeds
were at least 300 times as large as the amount wagered. This with-
holding requirement would also apply to winnings over $1,000 from
slot machines. This type of winning is no different from other games of
chance with large payoffs because, in case of slot machines, when a
payoff in excess of $1,000 occurs, the winner is paid by check or cash
at the cashier's window rather than by, for example, in the case of a
quarter machine, 4,000 quarters being paid out of the machine itself.

The person who is to receive the payment of winnincgtsubject to
withholding would be required to furnish the payor with the name,
address and taxpayer identification number of the person receiving the
pa yment and of each person entitled to any portion of such payment.
under penalty of perjury.

Effective date
These new withholding rules are to apply to wagering transactions

occurring 30 days after the enactment of this Act.
Revenue effect

This provision will increase budget receipts by $124 million in fiscal
year 1977, $78 million in fiscal year 1978, and $78 million in fiscal
year 1981.

f. Treatment of Certain Individuals Emploved in Fishing as
Self-Employed Individuals (sec. 1207 of the bill and new sec.
3121(b)(20) of the Code).

Present law
Under the present law, the Internal Revenue Service usually treats

individuals employed on fishing boats, or on boats engaged in taking
other forms of aquatic animal life, as regular employees. As a result,
operators of the boats must withhold taxes from the wages of these
crewmen, and must also deduct and pay the taxes on employees and
employers under the Federal Insurance Contributions Act (the social
security taxes).



Reasons for change
The crews that work on boats used in fishing and similar pursuits.

such as taking shrimp and lobsters, are frequently "pickup" crews
composed of individuals who may work for only a few voyages, and
sometimes even for only one voyage. In some cases. the boat operator
may select his crew from individuals found waiting on the dock in the
morning. In still other cases, small boats may be operated by relative,
no one of whom is considered the boat operator. "captain," or even the
crew's leader. Thus, the voyage partakes more of the nature of a joint
venture than it does of an employment situation.

Under these circumstances, it is difficult and impractical for the
boat operator to keep the necessary records to calculate his tax obliga-
tions as an employer, and it is equally difficult for him to withhold the
appropriate taxes for payment. Often these boats operate with small
crews, and the boat operator himself is likely to be an individual who
has worked as a fisherman throughout his career, and who is unac-
customed to keeping records of any type, especially the type required
under the tax rules for employers.

Another factor contribution to the difficulty in which such boat oper-
ators find themselves is the nature of the remuneration paid to their
crewmen. In many cases, the crewmen are paid no regular salary, but
instead receive a portion of the catch. In practice, the catch is often
sold upon return to shore, usually by the boat operator, and each crew-
man is immediately paid a percentage of the proceeds of the catch that
is equivalent to the portion of the catch for which he agreed to work.
In view of the basio informality of these arrangements, and the con-
sequent difficulty in adhering to the obligations required of employers

y the Internal Revenue Code, the committee believes it appropriate to
remove these obligations from certain small boat operators by treating
their crewmen as self-employed individuals. The committee believes
that this will recognize the basic nature of the arrangement between
the boat operators and the crewmen since the crewmen, under these
arrangements, should find it much simpler and more convenient to cal-
culate and report their own income for tax purposes than do the boat
operators.

In treating these situations as instances of employment of crewmen
by-boat operators, the Internal Revenue Service has not only required
current payment of employment taxes by the boat operators, but has
also assessed these taxes retroactively for all tax years still open under
the statute of limitations. As a result of possibly sizeable assesments,
many boat operators may face bankruptcy.

Explanation of "envision
The committee amendment provides that boat crewmen, under cer-

tain circumstances, shall be treated as self-emnloyed for purposes of
income tax withholding from wages, the self-employment tax, the
Federal Insurance Contributions Act taxes, and the social security
ls*sb Crewmen are to he treated as self-emnloyed if their only remu-
heration is a share of the boat's catch and if their employment on the
boat is on a "substantially intermittent basis" (to be defined by Treas-
ury regulations). In addition, they are to be treated as self-employed
only if the operating crew of the boat normally consists of fewer than
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six individuals (including the captain). Of course, a crewman who is
self-employed by virtue of this provision for one voyage may work as
a regular employee in a subsequent voyage during the same tax period
on another boat, or conceivably even on the same boat. Therefore, such
an individual may be both self-employed and a regular employee in
his occupation as a fisherman (or in such a similar pursuit as taking
lobsters or shrimp) during the same tax period.

To achieve this, the committee provision amends the definitions of
employment (sec. 3121(b) of the Code), the definition of a trade or
business (sec. 1402(c)), and the definition of wages for purposes oi
withholding (sec. 3401(a)). In addition, amendments are made to the
definitions of employment and of a trade or business'in the parallel
social security statutes.

This provision alleviates many of the recordkeeping requirements
of the small boat operators. However, in order to permit the Internal
Revenue Service to maintain a method of insuring that the crewmen
to be treated as self-employed correctly report theii income, the com-
mittee amendment also requires boat operators to report the identity
of the self-employed individuals serving as crewmen, as well as the
portion of the catch allotted to that individual. In addition, in order
to allow the Service to compute the total proceeds of the catch, if nec-
essary, the boat operator is also to report the percentage of his own
share of the catch. Furthermore, such a boat operator is also to pro-
vide each of the self-employed crewmen a written statement on or
before January 31 of the succeeding year showing the information
reported by the boat operator with respect to that crewman for the
preceding calendar year. Of course, this requirement must be con-
tingent upon the crewman's supplying the boat operator with a loca-
tion at which the crewmen will receive the written statement.

The House bill contains no comparable provision.
Effective date

The provisions providing for tax treatment of crewmen as self-
employed when employed under the circumstances described above are
to be effective with respect to services performed after December 31,
1971, in taxable years ending after that date. The provisions pertain-
ing to the new 'reporting requirements of boat operators apply to
calendar years beginning after December 31,1971.

Revenue effect
It is estimated that this provision should have little impact upon

tax revenues.

& State-Conducted Lotteries (see. 1208 of the bill and sees. 4402
and 4462(b) of the Code)

Present laW
Under present law, each person engaged in the business of accepting

wagers is subject to an excise tax of 2 percent on the amount of wagers
placed with that person (see. 4401). The excise tax on wavers generally
applies to any person who is conducting a lottery. In addition, a related
occupational tax of $500 per year is imposed on each person who is
liable for the tax on wagers (or who is engaged in the business of re-
ceiving wagers for or on behalf of a person who is in turn, liable



to pay the excise tax on wagers) (sec. 4411). Also, a special occupa-
tional tax of $250 per year is imposed on the operation of coin-operated
gahing devices, including a vending machine which dispenses tickets
on lotteries (sec. 4461). An exemption from the wagering tax is pro-
vided for sweepstakes or lotteries conducted by an agency of a State
and in which the ultimate winners are determined by the results of a
horse race.

Reasons for change
In 1963, New Hampshire became the first State in recent history to

establish a State lottery. The lottery was similar in operation to the
Irish Sweepstakes, so that the lottery's ultimate winners were deter-
mined by the results of a designated horse race, which was run follow-
mg a preliminary selection of the prospective winners by lot. The
lottery, when established, was subject to the Federal tax on wagering.
In 1965, however, Congress provided an exemption from this tax in
the case of State-conducted sweepstakes, wagering pools, or lotteries.
The exemption was specifically based upon the New Hampshire-type
of lottery and has two basic requirements: (1) the sweepstakes, wager-
Ig pool, or lottery must be conducted by an agency of a State acting
inder authority of State law; and (2) the ultimate winners must be

determined by the results of a horse race (sec. 4402(3)).
Since the appearance of the New Hampshire lottery, several other

States have established and are operating lotteries. Several more States
have either authorized, or are investigating the feasibility of lottery
onerafions. The lotteries which have been established since 1965, in-
cluding a revised version of the New Hampshire ottersy, differ sub-
stantially in the manner in which they operate from the form of lottery
which was made exempt by Congress in 1965. Although most States
use a format which gives the anearance that the ultimate winners are
determined on the basis of a horse race, as a matter of fact, ultimate
winners are determined by lot. Consequently. the lotteries, as now con-
ducted, do not satisfy the second reourement for exemption from the
tax on wagers. that is. the use of a horse race to determine the winners.

The committee believes that the exemntinn of State lotteries from
the excise tax on wagers should be expanded to include the types of lot-
teries now generally used by States.

Explanation of provision
The committee amendment delete, the requirement that the ultimate

winners of State lotteries must be determined on the basis of the re-
sults of a horse race. Accordingly, all State lotteries will be exempt
from the wagering tax regardless of the method used for determining
the winners. Furthermore, since lottery tickets may be dispensed
through coin-onerated vending machines, the provision also adds a
similar exemption from the special occupational tax on the operation
of veding machines for State-run lotteries. The House bill provision is
identical to the committee amendment.

Effective date
Sine the committee believes that none. of the Federal taxes on wager-

ing were intended to be imposed on State-run lotteries the changes
refered to above are to be effective for wagers made, or for periods,
after March 10, 1964.



Revenue effect
This provision will forestall the collection of as yet uncollected

Federal wagering taxes on State lotteries. It is estimated that the
uncollected amount, which the committee believes should not be and
was not intended to be a tax liability, amounts to about $200 million,

9. Minimum Exemption from Levy for Wages, Salary, and Other
Income (sec. 1209 of the bill and sees. 6331, 6332, and 6334 of
the Code)

Present late
Present law (see. 6334 of the Code) enumerates a relatively limited

list of items of a taxpayer which are exempt from levy for taxes. The
items so exempt are generally as follows: (1) wearing apparel and
school books necessary for the taxpayer or members of his family; (2)
if the taxpayer is the head of a family, up to $500 worth of the follow-
ing: The fuel, provisions, furniture, and personal effects in his house-
hold arms for personal use, livestock, and poultry; (3) up to $250
worth of books and tools necessary for the taxpayer's trade, business
or profession; (4) unemployment benefits including any portion
payable with respect to dependents); (5) undelivered mail; (6) an-
nuity or pension payments under the Railroad Retirement Act, bene-
fits under the Railroad Unemployment Insurance Act, special pension
payments received by a person whose name has been entered on the
Army, Navy, Air Force, and Coast Guard Medal of Honor roll, and
annuities based upon retired or retainer pay under the Retired Serv-
iceman's Family Protection Plan; (7) workmen's compensation pay-
ments (including any portion payable with respect to dependents);
and (8) so much of the taxpayer's salary, wages, or other income as is
necessary to comply with a pre-levy colrt-ordered judgment for sup-
port of his minor chiildren.

Under present law, a levy extends only to obligations which exist at
the time of levy (sec. 6331(b)). Consequently, the Internal Revenue
Service can levy only on salaries and wages which have been earned
as of the date of the levy.' If the amount of such wages or salary
levied upon is inadequate to satisfy the taxpayer's obligations, the
Internal Revenue Service may utilize successive levies against addi-
tional salary or wages of a taxpayer until those obligations have been
satisfied.

Reasons for change
Since no portion of a taxpayer's salary or wages is exempt from

levy (except for court-ordered child support payments), but unem-
ployment compensation is exempt, an employed taxpayer who is sub-
ject to a levy is substantially worse off than an unemployed taxpaver
would be under similar circumstances. In the case of an employed tax-
payer subiect to a levy, it ann ears desirable not to encourage him to
terminate his emplovment but rather to continue his iob. As a conse-
quence, the committee concluded that a. minimum amount of a tax-
payer's salary, wages or other income should be exempted from levy

1TTnder section 6331(d). except in the ease of Jesoardy. an initial lecy may he mode
on the cno- 5 r rf n individual only after he has been notified in writing that
such a levy is going to be made.



and such amount should be based in part upon the number of depend-
enti bf the taxpayer.

The committee further believes that the requirement of successive
levies in the case of salary and wages results in substantial administra-
tive problems for the Internal Revenue Service and does not afford
individual taxpayers any significant benefit.

Erplanation of provision
The committee amendment provides an exemption from levy for a

minimum amount of an individual's wages or salary for personal serv-
ices, or income derived from other sources. The amount, in the case of
an individual who is paid on a weekly basis, is $50 per week plus $15
per week for each of his dependents (other than any minor child of the
taxpayer with respect to whom an amount is exempted from levy as a
court-ordered support payment). Individuals who are paid on other
than a weekly basis shall have, as nearly as possible, an equivalent
amount exempt from levy under regulations to be prescribed by the
Secretary of the Treasury. In order to deter taxpayers from claiming
more dependents than those to which they are entitled, the taxpayer
will have to verify the number of his dependents.

The amendment provides that a levy on salary or wages of a tax-
payer is to be continuous from the date the levy is first made until the
tax liability with respect to which it is made is satisfied or becomes
unenforceable because of the lapse of time.

2

The amendment also provides that the Internal Revenue Service
must release the levy as soon as possible after the liability out of which
such levy arose is either satisfied or becomes unenforceable by reason
of lapse of time and is to promptly notify the person upon whom the
levy was served (normally the employer) that the levy has been
released.
'.The House bill is essentially the same as the committee amendment,

except for a change in the effective date.
Effective date

These provisions are to apply with respect to levies made after
December 31, 1976.

Revenue effect
This provision is not expected to have any revenue effect.

10. Joint Committee Refund Cases (see. 1210 of the bill and sees.
6405 and 8023 of the Code)
Present law

One of the statutory duties of the Joint Committee on Taxation
in' investigating the operation and effect of the Federal tax laws
is the review of cases involving refunds of income, war profits,
excess profits, estate and gift taxes in excess of $100,000. (Code
sees. 6400 (a), 6405(c), and 8022.) Except for tentative refunds under
section 6411, the code forbids payment of such refunds until at least
30 days have passed after an administrative report has been sub-
mitted to the Joint Committee.

2 A conforming amendment is made to section 6832.



Reasons for change
The present $100,000 jurisdictional amount for refund cases which

are reviewed by the Joint Committee has remained at that level
for over 30 years. As a result of inflation and other factors, the
number of refund reports reviewed by the Joint Committee in recent
years has increased substantially. For example, in 1970 there were
647 refund reports while in 1975 this number increased by over
twofold to 1,434 reports. The committee is aware that the review of
these reports by the Joint Committee is confined only to those cases
for which large refunds have been proposed or allowed and that it
does not allow any general review of specific issues or cases in which
large refunds are not involved. As a result, the committee believes
it is appropriate to increase the jurisdictional amount from $100,000
to $200,000 for refund cases which must be reviewed by the Joint
Committee while at the same time allowing the Joint Committee to

conduct a post-audit review on the handling of tax returns and issues
generally by the Internal Revenue Service. This would allow the
Joint Committee to examine the administrative effects of the tax laws
on a random basis while reviewing tax returns generally.

The committee was made aware that when the Internal Revenue
Code was amended in 1969 and 1974 to impose certain taxes on pri-
vate foundations and pension plans (under chapters 42 and 43),
there was no corresponding amendment to require refunds of these
taxes to be subject to Joint Committee review. As a result, the com-
mittee amendment adds these two areas to those subject to Joint Com-
mittee review where the refunds are in excess of $200,000.

Explanation of provision
The committee amendment makes three changes to existing law.

First, the jurisdictional amount for Joint Committee refund cases
is increased from $100,000 to $200000. The second amendment au-
thorizes the Chief of Staff of the Joint Committee on Taxation to con-
duct a post-audit review of tax returns generally. It is contemplated
that this review will be done on a random basis in order to provide for
a review of issues which may not arise in refund cases, through an
examination of returns and other relevant information which deal
with these issues. In addition, this is intended to assist the Joint
Committee in its oversight responsibilities of the Internal Revenue
Service in reviewing the IRS's auditing and other related functions
and Drocedures with respect to the handling of tax returns. Finally,
the Joint Committee's refund care jurisdiction is extended to include
cases involving refunds (in excess of $200,000) of the tax on Private
foundations and pension plans imposed under chapters 42 and 43 of
the Internal Revenue Code.

The House bill contains no corresponding provisions to these
amendments.

Effective date
These amendments will be effective for claims for refund filed, and

audits made after December 31, 1976.
Revenue effect

The amendments will have no revenue effect.



11. Use of Social Security Numbers (sec. 1211 of the bill, see. 6109
of the Code and sees. 205 and 208 of the Social Security Act)

Present law
Under present law, a person required to file an income tax return

must include an identifying number in his return (sec. 6109). In gen-
eral, individuals use their social security numbers for this purpose
(regs. see. 301.6109-1).

The Social Security Act currently provides criminal penalties for
the willful, knowing and deceitful use of a social security number for
purposes relating to obtaining, or increasing the amount of, benefits
under Social Security and certain other programs (sec. 208(g) of the
Social Security Act).

Under present law, it is unlawful for any Federal, State or local
gove rment agency to deny to any individual any right, benefit, or
privilege provided by law because of such individual's refusal to
disclose his social security account number, except where disclosure
is required by Federal statute or is required by a Federal, State or
local agency under statute or regulation adopted prior to January 1,
1975.1

Reaeos for change
Section 6104 of the Code requires taxpayers to use identifying

numbers as prescribed by regulations. Although the social security
number has in fact been used as the identifying number since that
section was enacted in 1961, there is no provision in the Code requir-
ing or specifically authorizing use of the social security number as
the identifying number on tax returns. The Secretary of the Treasury
has 'stated that the ability of the IRS to use social security numbers
as identifying numbers for tax purposes is essential to Federal tax
administration. The committee believes that this provision is neces-
sary to eliminate any question as to the authority of the Secretary to
use these numbers.

While the Social Security Act currently provides criminal penal-
ties for the wrongful use of a social security number for the purpose
of obtaining or increasing certain benefit payments, including social
security benefits, there is no provision in the Code or in the Social
Security Act relating to the use of a social security number for pur-
poses unrelated to benefit payments. The committee believes that
social security numbers should not be wrongfully used for any
purpose.

The Privacy Act of 1974 provides that Federal, State and local
agencies may not deny any individual any rights, benefit or privilege
provided by law because such individual refuses to disclose his social
security number. An exemption is provided for disclosures required
by Federal statute or by a statute or regulation adopted before Jan-
uary 1, 1975, in regard to a Federal, State or local agency operating
a system of records before that date.

The committee has been told that State and local governments con-
sider the use of social security numbers to be needed as a means of
positively identifying taxpayers and as a means of comparing infor-

Section 7(a) of the Privacy Act of 1974, P.L. 98-579.



mation on State income tax returns with Federal tax returns. The
adoption of separate State systems of identifying numbers would be
costly, duplicative and confusing to taxpayers. The committee be-
lieves that State and local governments should have the authority to
use social security numbers for identification purposes when they con-
sider it necessary for administrative reasons.

Explanation of provision
The committee amendment amends section 6109 to require that, ex-

cept as otherwise specified under regulations, an individual shall use
his social security number as his identifying number for tax purposes.

The committee amendment also amends section 208 (g) of the Social
Security Act to make the willful, knowing and deceitful use of a
social security number a misdemeanor for all purposes, rather than
only for purposes related to benefit payments.

The committee amendment amends section 205(c) (7) of the Social
Security Act to establish as the policy of the United States that
any State or political subdivision thereof may use social security
numbers for the purpose of establishing the identification of indi-
viduals affected by any law or program within its jurisdiction. The
State or local government may, in addition, require any such indi-
vidual to furnish his social security number (or numbers; if he has
more than one such number) to the State (or its political subdivision).
This amendment further provides that, to the extent that any existing
provision of Federal law is inconsistent with the policy set forth
above, such provision shall be null, void and of no effect.

Effective date
The provisions of this section are effective on the date of enactment.

Revenue effect
This provision has no effect on Federal revenues.



M. TECHNICAL AND MISCELLANEOUS PROVISIONS

L Tax-Exempt Status of Homeowner Associations (sec. 1301 of
the bill and sees. 216 and 528 of the Code)

Present law
In developing a real estate subdivision, a condominium project, or

a cooperative housing project, it is common for developers to form
owners' associations as an integral part of the overall development.
Generally, membership in the association is open only to owners of
lots or dwelling units and is normally required as a condition of own-
ership. These associations are formed to allow individual homeowners,
etc., to act together in managing, maintaining, and improving certain
areas where they live. The purposes of the organization may include,
for example, the administration and enforcement of covenants for
preserving the architectural and general appearance of the develop-
ment, the ownership and management of common areas such as streets,
sidewalks, parks, swimming pools, etc., and the exterior maintenance
and repair of property owned by its members.

The association is funded by either annual or periodic assessments
of the members. Generally, there are two categories of assessments
and expenditures made by the association. First, operating assessments
are made to acquire, construct, administer, manage, maintain, and op-
erate the areas and facilities common to all residential units. This in-
cludes the maintenance of parking areas, hallways, elevators, roofs, ex-
terior of buildings, etc Second, capital assessments are made to build
up reserves for the replacement of equipment and facilities used in
common. This includes the equipment and facilities used with respect
to swimming pools, tennis courts, clubhouse facilities, etc.

Under present law, generally a homeowners' association may qualify
as an organization exempt from federal income tax (under sec. 501
(c) (4) of the Code) only if it meets three requirements (Rev. Rul.
74-99, 1974-1 C.B. 131). First, the homeowners' association must serve
a "community" which bears a reasonable, recognizable relationship to
an area ordinarily identified as a governmental subdivision or unit.
Second, it must not conduct activities directed to the exterior mainte-
nance of any private residence. Third, common areas for facilities that
the homeowners' association owns and maintains must be for the use
and enjoyment of the general public.

If an association is unable to meet these three requirements, it will
ordinarily be taxed as a corporation. In general, this means that the
excess of current receipts over current expenditures at the end of the
year would be taxable to it unless the excess is refunded to the mem-
bers or applied to the subsequent year's assessment. With respect to
assessments for capital improvements, if the assessments are desig-
nated to be used solely for the purpose of making capital improve-
ments and if the association homeowners have an equity interest in the
association, the assessments will not be treated as current income to the

(393)



394

association but may be treated as contributions to capital-' Also, to the
extent that the association's accumulated funds earn income, this
income is taxable to the association.

Reasons for change
Most homeowners' associations have found it difficult to meet the

three requirements set forth in Rev. Rul. 74-99, discussed above, and
therefore, do not qualify for tax exemption. To avoid being taxed on
the excess of current receipts over current expenditures, the association
must refund such excess to the members or apply the excess to the sub-
eqUent year's assessment. In addition, it is not clear that assessments
eararked for major repair and improvements of a member's indi-
vidual dwelling unit would not be taxable.

Since homeowners' associations generally allow individual home-
owners to act together in order to maintain and improve the area in
which they live, the committee believes it is not appropriate to tax
the revenues of an association of homeowners who act together if an
individual homeowner acting alone would not be taxed on the same
activity. Consequently, the committee amendment would exempt from
income tax any dues and assessments received by a qualified home-
owners' association which are paid by property owners who are mem-
bers of the association, where the assessments are used for the mainte-
nance and improvement of association property. This treatment would
be essentially equivalent to the tax treatment of individual homeown-
ers who set aside amounts to maintain and improve their property.

Also, under the committee amendment an association's net invest-
ment income, and net trade or business income, is to be taxable, since
an individual homeowner would be similarly taxed on investment in-
come, such as interest earned on money set aside for improvements,.

Explanation of prvisions
Under the committee amendment, a qualified homeowners' associa-

tion (that is, a condominium management association or a residential
real estate association) generally may elect to be treated -as a tax-
exempt organization. If an election is made, the association is not to be
taxed on any "exempt function income".2 Exempt function income in-
cludes membership dues, fees, and assessments received from persons
who own residential units in the particular condominium or subdivi-
sion and who are members of the association.3

The association is to be taxed, however, on any net income which is
not exempt function income. For example, any interest earned on
amounts set aside in a sinking fund for future improvements is tax-
able. Similarly, any amount paid by persons who are not members of
the association for use of the association's facilities, such as tennis
courts, swimming pools, golf courses, etc., would be taxable. Further,

1 
Rev. Ran 75-370, 1975-2 C.B. 25, indicates that special assessments collected by

o nonexempt condominium management association for replacement of the roof and
elevators in the condomnium are not includible In the association's gross Income, and
Rev. Rol. 7"-71. 1975-2 C.B. 52, indicates that special assessments collected by soch
an association and accums'ated for the replacement of personal property used to maintain
common areas are cntrta,,tions to esitl.

aIf the provisions of the bill are not met (or an election is not made to be treated
as tax-exempt), a homeowners' association is to continue to be treated as it is presently
treated under existing law.

SAssesments for the current management. maintenance and care of association prop-
erty and also assessments to finance current or future capital improvements to association
property are to be exempt from tax.
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any amount paid by members for special use of the association's facili-
ties, the use of which would not be available to all the members as a
result of having paid the membership dues, fees, or assessments re-
quired to be paid by all members of the association, would be taxable
For example, if the membership dues, fees, or assessments do not
entitle a member to use the association's party room or to use the
swinuning pool after a certain time period, then amounts paid for this
use would be taxable to the association. Deductions are to be allowed
for expenses directly connected with the production of taxable income.

The amendment provides a $100 deduction against taxable income so
that associations with only a minimal amount of taxable income will
not be subject to tax. However, a net operating loss deduction is not
to be allowed, and the special deductions for corporations (such as the
dividends received deduction) are not to be allowed.

A homeowners' association is to be taxed as a corporation on its
taxable income.4 

The tax rate to be applied is the corporate rate
without the surtax exemption. If the association has net long-term
capital gain, the capital gain portion of the taxable income is to be
taxed at a 30-percent rate.

Generally, two different types of homeowners' associations are
treated as tax-exempt under the committee amendment; condominium
management associations and residential real estate management
associations.

In order to qualify for this treatment under the committee amend-
ment a homeowners association must meet several common require-
ments, First, the association must be organized and operated to
provide for the management, maintenance, and care of association
property. Although the property maintained by the association is
generally property owned by the association and available for common
use by all the members or property owned by a governmental unit and
available for the common benefit of residents of the unit, the associa-
tion may maintain areas that are privately owned but affect the overall
appearance and structure of the project. For example, in a condo-
minium project, the condominium association may enforce covenants
with regard to the appearance of the individual units and may main-
tain the exterior walls and roof of the individual condominium units.
Although the property maintained is private, its appearance may
directly affect the condition of the entire project. As a consequence,
the exterior walls and roofs may be considered as association property
which may be maintained by a qualified association. However, for this
property to qualify as association property, it is intended that there
be a covenant of appearance applying on the same basis to all property
in the project, that there be pro rata annual mandatory assessments
for maintaining this property on all members of the association, and
that membership in the association be compulsorily tied to every per-
son's ownership of property in the project.

Second, a homeowners' association must meet certain income and
expenditure tests. Generally, these tests are to insure that the primary
activity of the association is to manage, maintain, and improve associ-
ation property, and and that the owner-members of the associations
finance these activities.

' verve homeowners' association Which elects to be taxed under these provisions and
baa taxable income is to file an annual return.



Under the committee amendment, at least 60 percent of the associa-
tion's gross income must consist solely of membership dues, fees,. or
assessments from owners of residential units or owners of reidences or
residential lots, as the case may be.

For this purpose, amounts that qualify for the 60-percent test are
not to include assessments for capital improvements which otherwise
would not be treated as income to the association but would be treated
as capital contributions. Qualified income is to include fixed annual
membership dues or fees and assessments that vary depending upon
the need of the association to pay for acquisition or construction of,
and management, maintenance, improvements, real property taxes,
etc., on the common property.

Qualifying receipts must be derived from members in the capacity
of owner-members and not in the capacity as customers for services
provided by the association. For example, payments by owner-mem-
bers for maid service, secretarial service, cleaning, etc., do not qualify,

Qualified income does not include assessments that are related to
particular work done on the privately-owned property of an individ-
ual's residence, etc., since this is more in the nature of providing
services in the course of a trade or business than in the nature of a
common activity undertaken by a collective group of owners. How-
ever, pro rata assessments which are paid by all owners in the project
and are used for maintaining exterior walls and roofs will be quali-
fled income if the conditions described above for treating this property
as association property are met. To the extent that a condominium
association or subdivision association owns mortgaged property, as-
sessment to pay principal and interest on the mortgage debt will be
qualified income for the 60-percent test.

Amounts received from persons who are not owners of residential
property in the project, or who are otherwise not association members,
are not includable in the numerator of the fraction used to determine
whether the 60-percent income test is met, but are includable in income
of the association. 1

In addition to the income test. the committee amendment p es
an expenditure test. Under this test, at least 90 percent ot l
of the annual expenditures of the homeowners' association must be
to acquire, construct, manage, maintain, and care for, or improve,
association property. Qualifying expenditures include both current
and capital expenditures on association property. For example, quali-
fying expenditures will include salaries paid to an association manager,
secretary and expenses of maintaining association news-letters. Quali-
fying expenditures will also include expenses for gardening, paving,
street signs, security personnel, property taxes assessed on property
owned by the association, and current operating expenses of tennis
courts, swimming pools, recreation rooms and halls, etc. In addition,
expenses for replacement of common buildings. equipment and facili-
ties such as replacement of heating, air conditioning, elevators, etc.,
will qualify. However, as discussed above, expenditures on Privately
owned property-as opposed to common property-are to qualify only
in the limited situation of repair of exterior walls and roofs where t~he
walls and roofs qualify as association property.

Investments or transfers of funds to be held to meet future cosa
are not to be taken into account as an expenditure. For example,



transfers to a sinking fund account for the replacement of a roof
would not qualify as an expenditure for the 90-percent test.

Following existing law with respect to exempt organizations gen-
erally, the committee amendment also provides that no part of the net
earnings of an exempt homeowners' association may inure to the
benefit of any private shareholder or individual. To the extent that
members receive a benefit from the general maintenance, etc., of asso-
ciation property, this benefit would not constitute inurement. A rebate
to members of excess assessments would generally not constitute
inurement. However, if an association pays rebates from its net
earnings, such payment will constitute inurement.

In addition to the general requirements, in the case of a condo-
minium management association, substantially all of the dwelling
units must be used as residences. Similarly, in the case of a residential
real estate management association, substantially all the lots or build-
ings must be used by individuals for residences.5

The committee amendment is essentially the same as the provision
in the House bill. However, the committee amendment differs from the
House bill in providing that the qualifying expenditures include
expenditures for the "acquisition and construction" of association
property, such as the acquisition and construction of common property
and improvements on common property. The committee amendment
also expands the scope of association property to include property
owned by a governmental unit for the common benefit of residents of
that unit. This is intended to treat as qualifying expenditures funds
which the association may expend on roads or common utility facil-
ities which are owned by a governmental unit such as a county or
municipal utility district.

The House bill applied the new rules to cooperative housing corpora-
tions (as defined in sec. 216 (b) (1)), as well as to condominium manage-
ments associations and residential real estate management associations.

The committee amendment does not allow cooperative housing
corporations to elect to be treated as subject to the new rules, because
they have a long history of being treated as taxable organizations. In-
stead, the committee amendment clarifies present law (see. 216(c)) to
insure that a cooperative housing corporation is entitled to a deduction
for depreciation with respect to property it leases to a tenant-stock-
holder even through such tenant-stockholder may be entitled (under
sec. 216(c) ) to depreciate his stock in the cooperative housing corpora-
tion to the extent such stock is related to a proprietary lease or right
of tenancy which is used by the tenant-stockholder in a trade or
business or for the production of income. The committee believes that
when section 216(c) was added to the Code in 1962, Congress did not
intend the allowance for depreciation on such stock to affect the
availability to the cooperative housing corporation of depreciation
deductions on property leased to tenant-stockholders. However, the
Tax Court in one case, Park Place, Irc., 57 T.C. 767 (1972). reached a
contrary conclusion, and the committee amendment adds specific

s Is intended that if a lot is woned for reeldental use it will be treated as being used
Cor residential Purposes as long as a noridetial tmnrovement has not begun on the
lot. It is also intended that laund use which are auxiliary to residential use (such as
parktng spaces. swimine pools, tennis courts, schools, fire stations, libraries. etc.) are
to be eunstdered as residential uses.
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statutory language to reflect what it believes to be the appropriate
interpretation of section 216(c).

The committee does not believe that a clarification of the rules
relating to the cooperative housing corporation's ability to take de-
preciation deductions with respect to property leased to tenant-
stockholders will create tax avoidance possibilities because the pro-
-isions of existing law (sec. 277) generally prevent nonexempt
membership organizations from offsetting nonmember income with
losses from dealings with members.

Effective date
The provision applies to payments received after December 31,1973,

in taxable years ending after such date.
Revenue effect

It is estimated that this provision will result in a decrease in budget
receipts of less than $5 million annually.

2. Treatment of certain crop disaster payments (see. 1302 of the
bill and sec. 451(d) of the Code)

Present law
Under present law (see. 451(d) ), insurance proceeds received by a

taxpayer as a result of destruction or damage to crops may be in-
cluded in income in the taxable year following the year of their
receipt, if it can be established that the income from the crops which
were destroyed or damaged would otherwise have been properly in-
cluded in income in the following taxable year.

Section 451 was amended by the Tax Reform Act of 1969 by adding
subsection (d). The reason for this amendment was to avoid the pob-
lem of doubling up income for a cash basis farmer by including crop
insurance proceeds in income in the taxable year they were received
rather than in the taxable year following the year of receipt, which
would generally be the pattern of income receipt from sales of crops.

Because of this doubling up of income in the year of receipt, the
farmer would have only deductions and no income to report in the next
year and therefore would be likely to have a net operating loss to carry
back and offset against income in the prior year. However, the farmer
in such cases was faced with the payment of tax and subsequent filing
for a refund. He also loses the benefit of his personal exemption and
his standard or itemized deductions in the year of loss.

Reasons for change
The Agriculture and Consumer Protection Act of 1973 (Public Law

93-86, which amended the Agricultural Act of 1949) provides that
specified payments by the Department of Agriculture are to be made
to farmers in the event that they are either prevented from planting
certain crops because of drought, flood, or other natural disaster or
condition or. because of such a disaster or condition, the total quantity
of certain planted crops which the farmers are able to harvest on any
farm is less than 66% percent of the projected yield of the crop.,The

gThiR amendment is not intended to affect the deduUblitty by a eoonorative housieg
orn tion , of_ Rtt tan and interest referred to in Section 216(a). See Rf.

RIto. 62-178.:1562-2 C.B. 79.



crops covered by these disaster payments are wheat, corn, grain,
sorghum, barley, and upland cotton. Premium payments are not re-
quired for this protection.

The Service has ruled that the provisions of section 451(d) are not
applicable to the payments proved to the -farmers who are covered
by the Agriculture and Consumer Protection Act of 1973 on the
grounds that the proceeds are not insurance proceeds since no premium
was paid by the farmer. As a result of the Service's position withre-
spect to the payments received by a taxpayer under the Agriculture
and Consumer Protection Act o? 1973, these payments must'bqsre-
ported as taxable income in the year of receipt and not in the year
in which the income from the sale of the crops would normally be
reported.

Explanation of provision
The committee amendment provides that in the case of a taxpayer

using the cash receipts and disbursements method of accounting, cer-
tain payments received pursuant to the Agricultural Act of 1949, as
amended, would be included in the taxable income of the taxpayer, at
his election, in the year in which the income normally received from
the crops would have been reported. This provision is to apply only to
such payments received as a result of (1) destruction or damage to
crops caused by drought, flood or any other natural disaster, or (2)
the inability to plant crops because of such a natural disaster.

This is the same provision as adopted in the House bill.
Effective date

This provision shall apply to payments received after December 31,
1973, in taxable years ending after such date.

Revenue effect
This provision will reduce budget receipts by $44 million in fiscal

year 1977, $42 million in fiscal year 1978, and $42 million in fiscal
year 1981.

3. Tax Treatment in the Case of Certain 1972 Disaster Loans
(sec. 1303 of the bill)

Present law
Under present law (sec. 165), taxpayers are generally allowed to

deduct their losses sustained during the taxable year, including losses
attributable to fire, storm and other casualty, to the extent that such
losses are not compensated for by insurance or otherwise.1 In the
case of any loss attributable to a major disaster which occurred in
an area authorized by the President to receive disaster relief, a special
rule allows the loss, at the election of the taxpayer, to be deducted
on the return for the year immediately preceding the year of the dis-
aster (that is, the loss may be deducted on the return which is gen-
erally filed in the year in which the disaster occurs). In a case where
a deduction resulting from a loss is claimed in one year, and compen-
sation is paid with respect to that loss in a later year, the amount
of compensation is generally required to be taken into income by the
taxpayer under the tax benefit theory.

'indlvlduals generally are allowed to deduct their losses of property (not connected
with their trade or business) only to the extent that the lose exceeds $100: losses attrib-
utable to an individual's business are fully deductible.



Reasons for change
Certain cases arising in the past have come to the attention of the

committee in which individuals who were hard hit by disasters, such
as flood, claimed a deduction with respect to the disasters, unaware,
in many cases, that they might later receive compensation, or partial
compensation, for their loss. In some instances, the compensation
may be received in a year for which the taxpayer is in a higher tax
bracket than he was in for the year for which the disaster loss deduc-
tion was claimed. As a result, the taxpayer may be required to pay
more tax, with respect to the compensation or reimbursement, than
would have been owing if he had not claimed the-deduction in the
first place.

Explanation of provision
The committee amendment provides that, under certain circum-

stances, in the case of a loss attributable to a disaster which occurred
in 1972, in an area designated by the President as a disaster relief area,
the tax on the first $5,000 of compensation received with respect to that
loss is not to exceed the tax which would have been. payable if the
$5,000 (or lesser) deduction had not been claimed. This treatment ap-
plies only if the taxpayer elects to come under these provisions, in a
time and manner to be prescribed in regulations, and is subject to cer-
tain conditions.

In order for the taxpayer to elect the benefits of this provision, he
must have suffered a disaster loss for the year 1972, and to be fully
eligible under this provision his adjusted gross income for the year
in which he claimed the disaster loss as a deduction. (either 1972 or
1971, as the case may be) cannot have exceeded $15,000 ($7,500 in the
case of a married individual filing a separate return). In those cases
where an individual who is otherwise eligible under this provision has
adjusted gross income in excess of $15,000 (or $7,500, whichever ap-
plies), the $5,000 limit is to be reduced dollar-for-dollar to the extent
his adjusted gross income exceeds $15,000.

The election may be made with respect to up to $5,000 of compen-
sation which is paid in a year after the year for which the loss deduc-
tion is claimed and which results either (1) from the forgiveness or
cancellation of a disaster loan under section 7 of the Small Business
Act or an emergency loan under subtitle C of the Consolidated Farm
and Rural Development Act, or (2) from a payment made to the tax-
payer in settlement of a tort claim which the taxpayer had against
another person.

Any compensation or reimbursement in excess of the $5,000 limita-
tion must be taken into income by the taxpayer for the year in which
the payment is received.

If these conditions are satisfied, and the taxpayer makes the elec-
tion, as provided for under the amendment, then the tax with respect
to the compensation or reimbursement is not to exceed the tax which
would have been payable if the loss had not been claimed as a deduc-
tion for 1971 or 1972 (as the case may be). For example, if a $5,000
deduction was claimed for 1972 which had the effect of reducing the
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taxpayer's taxable income for that year to $5,000, and the taxpayer
was a married taxpayer who filed a joint return for that year, the
tax liability with respect to $5,000 of compensation received in a later
year from disaster loan forgiveness or settlement of tort claim lia-
bility is not to exceed the marginal rate on the difference between
$5,000 and $10,000 of taxable income.

In addition, since many of the taxpayers affected by this provision
may still be suffering hardships from the effects of the flood, the com-
mittee amendment provides that any tax with respect to this $5,000
amount which was still unpaid on October 1, 1975, may be paid in three
equal annual installments, with the first such installment due and pay-
able on April 16, 1977. Also, under the amendment, no interest on
any deficiency with respect to this $5,000 amount is to be payable for
any period prior to April 15, 1977, and no interest is to be payable
with respect to any installment payment (made under the rule as just
outlined) before the due date for that installment.

The provisions of the committee amendment are generally the same
as those of the House bill (except that under the House bill the first
installment payment of tax would have been due on April 15, 1976).

Elfective date
This provision shall apply to payments received after December 31,

1973, in taxable years ending after such date.
Revenue effect

This provision will reduce budget receipts by $15 million in fiscal
year 1977, $15 million in fiscal year 1978, and less than $5 million in
fiscal year 1981.

4. Tax Treatment of Certain Debts Owed by Political Parties to
Accrual Basis Taxpayers (sec. 1304 of the bill and sec. 271 of
the Code)

Present Law
Under present law, any deduction generally allowable for bad debts

(sec. 166) or for worthless securities (sec. 165(g) ) is not allowed for a
worthless debt owned by a political party. This provision applies to all
taxpayers other than a bank (as defined in sec. 581), but where the
debt arises out of the sale of goods or services, the provision affects
only taxpayers utilizing the accrual method of accounting (because
these taxpayers would have taken into income the receipts which give
rise tothe debt).

The provision in present law defines political parties to include all
committees of a political party and all committees, associations, or
other organizations which accept contributions or make expenditures
on behalf of any individual in any Federal, State or local election.

Reasons for change
The disallowance ofa bad debt deduction for debts owed by politi-

cal parties causes a substantial hardship for taxpayers who are in the
business of providing goods or services (such as polling, media, or
organizational services) to political campaigns and candidates. The
business of providing these types of services has grown substantially
in recent years. As a result, a significant number of taxpayers have
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been placed in a less favorable position than taxpayers in virtually any
other business because they are not able to deduct bad debts 'vhich
arise in the ordinary course of their business.

The provision disallowing any bad debt deduction was originally
enacted to prevent tax deductions* for concealed campaign contribu-
tions. However, since, in the case of the sale of goods or services, the
deduction is allowed only if the amount of gross receipts which gave
rise to the debt has been included in taxable income, the effect of the
provision is to tax these individuals on income which they have never
received.

Furthermore, since present law does not affect cash basis taxpayers
who sell services for political campaigns because in that case no amount
is taken into income, the provision discriminates against taxpayers
whose business differs from others only in that they are on the accrual
method of accounting.

Explanation of provision
The committee amendment adds an exception to the provision dis-

allowing a deduction for bad debts owed by political parties (see, 271).
The exception applies only to taxpayers who use the accrual method of
accounting. These taxpayers are to be allowed a bad debt deduction
with respect to debts which are accrued as a receivable in a bona fds
sale of goods or services in the ordinary course of their trade or busi-
ness. Thus, the receipts giving rise to the debt must have been taken
into income in order for the deduction to be obtained.

The amendment limits this exception to those cases in which 30 per-
cent of all of the receivables accrued in the ordinary course of all of
the trades or businesses of the taxpayer are due from political parties.
Thus, the exception is limited to those taxpayers whose sales to political
parties (including political campaigns and candidates) constitute a
major portion of their trades or businesses. In determining the amount
required to meet the 30 percent rule, all of the taxpayer's trades and
businesses are to be considered. Thus, in the case of an individual,
every trade or business which the taxpayer controls is to be aggregated
for purposes of this test. In the case of a taxpayer which is a corpora-
tion, every trade and business of all corporations under common
ownership with the taxpayer is to be aggregatd.

The bad debt deduction is to be allowed only if the taxpayer has
made substantial continuing efforts to collect on the debt. Thus, a tax-
payer must make good faith efforts over a period of time to collect the
debt and must be able to document those efforts. However, it is not
intended that a taxpayer is required in any case to file a lawsuit
against the debtor in order to be determined to have made substantial
continuing efforts.

Effective date
This provision is to apply to taxable years beginning after Decem-

ber 31, 1975.
Revenue effect

It is anticipated that this provision will produce a negligible loss of
revenues.



5. Prepublication Expenses (see. 1305 of the bill and secs. 61,
162,174,263 and 471 of the Code)

Present law
Present law (see. 174(a) (1)) permits, under certain circumstances,

an itemized deduction for research and experimental expenditures
otherwise chargeable to a taxpayer's capital account. The regulations
under this provision define research and experimental expenditures as
expenditures incurred in connection with a taxpayer's trade or business
which represents research and development costs in the experimental
or laboratory sense. The regulations specifically exclude expenditures
for research in connection with literary, historical, or similar projects.

In Rev. Rul. 73-395,1 the Internal Revenue Service held that the
costs incurred by an accrual basis taxpayer in the writing, editing, de-
sign and art work directly attributable to the development of texto
and visual aids do not constitute research and experimental expendi-
tures under section 174. The Service further held that these costs can-
not be inventoried (under sec. 471) but instead represent expenditures
that must be capitalized (under sec. 263) and may be depreciated (un-
der sec. 167(a)).

However, the ruling also stated that expenditures incurred in the
actual printing and publishing of textbooks and visual aids should
be inventoried (under sec. 471) with a part of the costs being appor-
tioned to be books and visual aids still on hand at the end of the tax-
able year. Also, expenditures for manuscripts and visual aids that are
abandoned may be deductible as losses (under sec. 165).

On March 17, 1976, the Internal Revenue Service announced 2 that
it had begun a study project as a result of questions regarding the
application of Rev. Rul. 73-395 to certain prepublication expenses of
the publishing industry. The Service will study the application of sec-
tions 162 (dealing with the deduction of trade or business expenses),
263 (treatment of capital, expenditures), and 471 (general rule for
inventories) to prepublication costs within different segments of the
industry.

The Service stated that the application of these sections is not
adequately explained in Rev. Rul. 73-395, and that the project is
expected to result in the publication of regulations and/or additional
revenue rulings. It is also likely that Rev. Rul. 73-395 will be modified
and clarified or superseded.

Pending completion of this project, the Service is suspending audit
and appellate activity with respect to cases in which the deductibility
of these republication expenses of publishers is an issue. No further
action will be taken in these cases except as necessary to protect the
interest of the Government.

In the case of authors, the Internal Revenue Service requires capi-
talization (under sec. 263) of prepublication travel and research ex-
penditures incurred while researching, writing, and arranging material
for a book. These expenditures are treated as capital items because they
do not qualify as deductible research and experimental expenditures
under the regulations for section 174 and because the Service considers

1973-2 C.B. 87.
Press Release IR-tIr5.
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them amounts expended for securing a copyright which must be capi-
talized under the regulations for section' 263. '

Under section 167, these expenditures may be depreciated over their
useful lives. If the actual useful life of a copyrighted work can be esti-
mated, that period is used for determining the depreciation rate. Other-
wise the 28-year copyright term is used.

A decision of the United States District Court, Central District,
California,s however, held that a taxpayer, found to be in the business
of writing, could deduct as ordinary and necessary business expenses
(under section 162(a)) the expenses incurred for meals, lodging and
travel while resarchig, writing, and arranging material for a book.
The court explicitly held that the writer's expenditures were not ex-
penses incurred for the production of a book by one not in the trade or
business of writing; nor were they expenses incurred for securing a
copyright. In Rev. Rul 73-395, the Service announced that it would
not follow this judicial decision.4

Reason8 for change
The committee has been made aware of the concerns of the publie-

ing industry as to whether Rev. Rul. 73-895, as described above, cor-
rectly inter rets present law under sections 61, 162, 174, 263 and 471
as they apt ly to the publishing industry. The committee understands
that historically tax accounting practices in the publishing industry
have varied greatly and no standard procedures have been developed.
Industry members apparently have followed their own interpreta-
tions, particularly with regard to the treatment of publishers' pr-
publication expenditures. The committee :further understands that in
the case of these expenses, some publishers have deducted them cur-
rently while other publishers hlLve capitalized them. The committee be-
lieves that in view of the uncertainty with respect to the treatment of
prepublication expenditures, the Internal Reveiue Service should
review this treatment and issue regulations to establish a uniform
treatment of such expenditures for the entire publishing industry. This
would allow interested taxpayers to have the opportunity to advise the
Service about the practices and problems within the industry' with
respect to this matter. Since the committee is concerned about the retro-
active application of Rev. Rul. 73-395 which would affect practices
consistently followed by many taxpayers for years, the committee
believes that any new rules applicable under regulations promulgted
after the enactment of this bill should only have prospective applica-
tion. The committee believes that the Service's position to disallow any
deductions for authors' prepublication expenses and its decision not to
follow the ruling in Stern v. United States results in inequitable
treatment for taxpayers who are professional authors engaged in the
business of writing. The committee believes authors should be allowed
to deduct as business expenses the essential, reasonable costs of earn-
ing income from their writing. Furthermore, the committee believes

a Stern v. Utited States. 1971-1. U.S.T.C. 9375. The ease involved two issues: (1)
whether the taxpayer was engaged in the business of writing, and () whether traveling
expenses were deductible as ordinary and necessary business expenses or constiuted
non-dedo-tible exondit,,rn for th. Im.rovesent of a raitnl aset.

*The Government aid that It did not appeal the ease because it had erroneously stipu-
lated to the effect that "if the taxpayer was determined to be in the business of being a
writer, the traveling expenses in question were ordinary and necessary."
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that it would be discriminatory to allow publishers to deduct expenses
Which authors must capitalize. Therefore, the committee believes it
appropriate to provide relief from Revenue Ruling 73-395 to authors,
as well as to publishers.

Explanation of provision
The committee amendment generally allows publishers and authors

to continue their customary treatment of prepublication expenditures
without regard to Rev. Rul. 83495 and provides for new regulations.
The committee amendment is substantially the same as the provision
in the House bill, except that it extends its application to authors.

The prepublication expenditures affected by the committee amend-
ment are those paid or incurred in connection with the taxpayer's trade
or business of publishing or writing for the writing, editing, compiling,
illustrating, designing or other development or improvement of a book,
teaching aid, or similar product.

The committee amendment allows taxpayers to treat their prepubli-
cation expenditures in the manner in which they have been applied con-
sistently by the taxpayer in the past until new regulations are ,ssued
with regard to these expenditures after the date of enactment of the
bill.

Any regulations issued by the Internal Revenue Service would apply
only to taxable years beginning after their issurance. Until these regu-
lations are issued, the Internal Revenue Service would administer the
application of sections 61, (as it relates to cost of goods sold) 162, 174,
263 and 471 to the prepublication expenditures of both publishers and
authors without regard to Rev. Rul. 73,395. In addition, as indicated
above, the Service would administer these sections in the same manner
as they were consistently applied by taxpayers prior to the issuance of
Rev. Rul. 7395. If a taxpayer did not consistently follow a specific
tax accounting method, his returns would be treated by the Service in
accord with usual administrative Procedures.

Effective date
Any regulations issued by the Service on publishers' or authors' pre-

publication expenditures after the date of enactment will apply pro-
spectively only to taxable years beginning after their issuance.

Reveue effect
The committee amendment will have little or no revenue effect be-

cause it allows taxpayers to continue their customary tax accounting
practice until such time as any new regulations require prospective
changes.

6. Exemption From Taxation of Interest on Bonds Issued to
Finance Certain Student Loans (Sec. 1306 of the Bill and
sec. 103 of the Code)

Present law
Under present law (sec. 103(a)) interest paid on certain govern-

mental obligations is exempt from Federal income tax. These obliga-
tions are, in general, those of the States and their political subdivisions,
and of certain corporations organized under an Act of Congress as in-
strumentalities of the United States. However, interest on such govern-



406

mental obligations (with a minor exception) is not exempt from tax-
ation if a major portion of the proceeds can be reasonably expected to
be used, directly or indirectly, to purchase nonexempt securities or obli-
gations that can reasonably be expected to produce a higher yield one
the term of the issue than the yield on the governmental obligations.
These governmental obligations, which are subject to Federal taxation
"arbitrage bonds." In addition, governmental obligations whose pro-
ceeds are expected to be used to replace such nonexempt governmental
obligations are themselves subject to tax.

Governmental obligations are not treated as arbitrage bonds merely
because their proceeds are temporarily invested in obligations paying a
higher yield until those proceeds can be put to their intended purpose
In addition, obligations are not arbitrage bonds simply because their
proceeds are invested in obligations paying a higher yield that are a
part of a reasonably required reserve or replacement fund.

Reasons for change
The committee is aware that groups in at least one State are attempt-

ing to develop a student loan program for students desiring a collei
education. Since political subdivisions in the State apparently do not
have the governmental authority to issue bonds to finance their own
student loan programs, not-for-profit corporations in that -State are
being organized to finance the needed student loan programs. These
corporations, however, face considerable obstacles because the interest
on bonds they wish to issue to finance student loans will be taxable un-
der present law. The corporations are not political subdivisions of the
State and cannot be treated under the Treasury regulations as acting"on behalf of" the State or its political subdivisions. Even if they were
described in section 103(a), these obligations might not be exempt
because they would be arbitrage bonds in the sense of section 103(d).

Under the Emergency Insured Student Loan Act of 1969. the Con-
missioner of Education (of the Department of Health, Education,
and Welfare), is authorized to provide incentive payments to~institu-
tions providing student loans Although the maximum rate of interest
to be paid by students on their loans is now set at seven percent,ithis
yield, together with the incentive payments received bv the institution
making the loan from the Commissioner of Education, will consti-
tute a yield that could be higher than the maximum yield the corpora-
tions believe they will be able to pay on their bonds if they are to
cover administrative expenses and maintain a solvent loan propram.
Consequently, their bonds would be considered arbitrage bonds and
not entitled to tax exemption under present law.

'The committee believes it is appropriate to treat the obligations
of these cornorations nrovidin- student loans in the same manner as
if the State had issued the bonds directly.

As indicated previously, only one State. Thxas. has he n called to the
committee's attention in which this situation exists. However, similar
problems, which may exist in other States, could benefit from the com-
mittee amendment.

Explanation of provision
The committee amendment adds to the list of exempt obligations

described in section 103(a) those obligations of nonprofit corporation
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organized by, or requested to act by, a State or a political subdivision
of a State (or of a possession of the United States), solely to acquire
student loan notes. The entire income of these corporations (after pay-
ment of expenses and provision for debt service requirements) must ac-

.crue to the political subdivision, or be required to be used to purchase
additional student loan notes. The obligations are to be called "Quali-
fied Scholarship Funding Bonds."

As a result of this provision, organizations which wish to maintain
student loan programs will have statutory authority to issue tax-
exempt bonds to finance their operations.

In addition, section 103(d) of the code is amended to make it clear
that the student loan incentive payments made by the Commissioner
of Education under the Emergency Insured Student Loan Act of 1969
are not to be taken into account in determining whether the yield on
the student loan notes is higher than the yield on the bonds issued
to finance the student loan program. As a result, bonds issued to
finance student loan programs would be expected to be able to avoid
arbitrage bond classification.

No comparable provision is contained in the House bill.
Effective date

These amendments would apply to obligations issued on or after
the date of enactment. Thus, the interest on bonds issued on or after
the date of enactment in order to finance student loan programs to
enable students to attend institutions of higher learning may be
exempt from Federal taxation if the requirements of the amendment
are met.

Revenue effect
It is estimated the amendments made by this provision will reduce

the revenues by less than $5 million annually.
7. Treatment of Face-Amount Certificates (sec. 1307 of the bill

and sec. 1232 of the Code)
Peent law

In general, present law (sec. 1232) provides that the amount of
discount that arises where a corporation issues a bond, debenture, note,
certificate or other evidence of indebtedness for a price less than the
face amount payable at maturity is treated as ordinary income. The
Tax Reform Act of 1969 amended this provision to provide that the
discount attributable to a bond, note, certificate or other evidence of
indebtedness issued by a corporation after May 27, 1969, is to be in-
cluded in the holder's income on a ratable basis over the term of the
obligation.

In 1971, the Internal Revenue Service issued regulations under sec-
tion 1232 interpreting the changes made by the Tax Reform Act of
1969. These regulations provided that certain deposit arrangements
with financial institutions made on or after January 1, 1971, which
arrangements provide that interest will be deferred until maturity (i.e.,
certain certificates of deposit. time deposits, bonus plans, etc., issued by
banks and similar financial institutions) are subject to the ratable in-
clusion rules under section 1232. Under these regulations, the applica-



tion of section 1232 to face-amount certificates (as defined in section
2(a) (15) of the Investment Company Act of 1940) was reserved.?

Subsequently, on October 9, 1973, the Internal Revenue Service
proposed further regulations which provided that a face-amount certi-
ficate issued by a corporation after March 31,1974, would be subject to
the ratable inclusion rules under section 1282. These regulations were
issued in final form on March 29, 1974, applicable to face-amount cer-
tificates issued after December 31, 1974. The application of these
regulations was subsequently postponed by the Interal Revenue Serv-
ice on two separate occasions in order to provide Congress an oppor-"
tunity to clarify its views as to the appropriate tax treatment in these
cases. Pursuant to the latest postponement, a face-amount certificate
issued by a corporation after December 31,1975, is subject to the ratable
rules under section 1232. Thus, under these regulations the amount of
any original issue discount attributable to a face-amount certificate
issued after December 31, 1975, must be included in the gross income
of the holder on a pro rata basis over the term of the certificate. The
amount that must be ratably included in gross income is the difference
between the amount paid by the purchaser and the amount received
by him at maturity. Further a corporation issuing a face-amount cer-
tificate after December 31, 1975, must amortize the discount over the
life of the certificate.

On November 26, 1975, IS.A. filed an action in the U.S. District
Court for the District of Columbia for a declaratory judgment that
these regulations, relating to face-amount certificates, be declared
invalid. On December 26, 1975, the Court dismissed the action for the
declaratory judgment. In its opinion, the Court concluded that the
government has a "substantial basis" for promulgating these regula-
tions.

On December 23, 1975, an action seeking a temporary restraining
order and a preliminary injunction to enjoin the enforcement of these
regulations was filed by Huntoon Paige & Company Inc, and Asso-
ciation for Investment in United States Guaranteed Assets, Inc., in
the U.S. District Court for the Southern District of New York. On
December 30, 1975, the Court denied the plaintiff's request and dis-
missed the action.

Reasons for change
The Tax Reform Act of 1969 amended the provisions relating to the

treatment of original issue discount (sec. 1232) to require the ratable
inclusion of such discount in the case of bonds and other evidences of
indebtedness. However, at the time of this amendment, Congress did
not specifically address the question as to whether face-amount certifi-
cates were subject to these new provisions or were to be taxed as annui-
ties under section 72. In reviewing this matter, the committee believes
that the amount of any discount should be included in the taxpayer's

'Under section 2(a) (15) of the Investment Company Act of 1940, a "face-amont

certificate means any certificate, investment contract, or other security which represent
an obligation on the part of its isuer to pay a stated or determinable sum or sums at a
fixed or determinable date or dates more than twenty-four months after the date of
issuance, in consideration of the payment of periodic installments of a stated or deter-
minable amount which security shall be known as a face-amount certificate of the
"instailmest type") fior any security which represents a similar obligation on the part ofa face-amount certifcate company, the consideration for which is the payment of a siIle
lump sum (which security shall be known as a "fully paid" face-amount certificate).



gross income only at the time of sale, exchange or other disposition of
the certificate (or redemption by the issuer).

Explanation of provision
The committee amendment amends present law (see. 1232(d)) to

provide that face-amount certificates are not subject to the rules under
section 1232, but rather are to be taxed under section 72. As a result,
the amount of discount attributable to a face-amount certificate would
not to be ratably included in the gross income of the holder over the
term of the certificate. Instead, the amount of discount would be in-
cluded in the gross income of the holder upon actual receipt by him
either at maturity or upon a premature cancellation. If the holder
exercises an option to take annual payments from the corporation in
lieu of a lump sum at maturity, the payments will be taxed like annui-
ties an presently taxed under section 72, i.e., a portion of each payment
reeidtuld be included in gross income and the portion attribut-
able to the consideration furnished would be excluded.

The corporation issuing the certificate would be entitled to an inter-
est deduction in each taxable year equal to the amount of discount
accruing within that taxable year.

The provisions apply to a face-amount certificate as defined in sec-
tion 2(a) (15) of the Investment Company Act of 1940.

Effective date
The amendment would apply to face-amount certificates issued

after December 31, 1975.

Revenue effect
It is estimated that enactment of this provision will reduce budget

receipts by less than $5 million.

& Income From Lease of Intangible Property as Personal Hold-
ing Company Income (Sec. 1308 of the Bill and Sec. 543 of
the Code)

Present law
Under present law, a corporation which is a ersonal holding com-

pany is taxed on its undistributed personal holding company income
at a rate of 70 percent (sec. 541). A corporation is a personal holding
company where five or fewer individuals own more than 50 percent
in value of its outstanding stock and at least 60 percent of the cor-
poration's adjusted ordinary gross income comes from certain types
ofincome.

In general, rental income is treated as personal holding company
income unless such rent comprises 50 percent or more of the corpora-
tion's adjusted ordinary gross income and, if the company has a sub-
stantial amount of other types of personal holding company income,
it distributes such income (sec. 543(a) (2)).

Under present law, amounts which a corporation receives from
renting releasing tangible corporate property to a 25 percent or larger
shareholder are treated as personal holding income, but only if the
corporation derives over 10 percent of its total income from other
types of personal holding company income (sce. 543(a) (6)). The

Internal Revenue Service has published a revenue ruling holding that



amounts which a corporation receives for leasing intangible property
(such as a license to use or distribute a secret process or trade brand)
to such a shareholder are to be treated as ordinary royalty income and
not as income tested under section 543(a) (6) (Rev. Rul. 71-596).
Consequently, the full amount of the license payments becomes per-
sonal holding company income in the category of "royalties" (sec.
543 (a) (1)), regardless of how much income of other types the corpo-
ration may have. The income tax regulations take the position that
"royalties" include amounts received for the privilege of using secret
processes and formulas, good will, trademarks, trade brands, fran-
chises and other like property and that this category does not include
rents (regulations section 1.543-1 (b) (3)).

Reasons for change
Broadly stated, the rationale for the present treatment of rental

income under the personal holding company rules is that, if the rents
received for the use of corporate property are over half of the corpora-
tion's total income, the corporation is engaged in operating an active
real estate business and generally ought not be treated as *being used
merely to deflect passive income away from its shareholders. Similarly,
rental or lease income received from shareholders has generally not
been treated as an abuse unless the income is used to shelter apprec-
iable amounts of other investment income. It has come to the commit-
tee's attention that in some situations a corporation may be given
ownership of licenses and other intangible property in order to pro-
tect the license by reason of the perpetual life of the corporation. How-
ever, often the individual shareholders still desire to conduct a trade
or business in which the license is used or needed. Therefore, the cor-
poration will license the contract right to one or more of its share-
holders who will use the contract right in conducting their own active
business. In this type of situation, it is argued, the corporation is not
being used as an "incorporated pocketbook." The committee believes
that if intangible property is licensed to a shareholder and used in
an active trade or business, the corporation's income is closer to a
rental situation and should be governed by the rule relating to use of
tangible property by a shareholder rather than by the rule for ordi-
nary royalties. In other words, amounts received from a 25 percent or
greater shareholder should be personal holding company income only
if over 10 percent of the corporation's total income is derived from
other personal holding company income sources.

Explanation of provision
The committee amendment provides that amounts received under a

lease of intangible personal property to a 25 percent or greater share-
holder are to be governed by the rule that now apnlies to a corporate
lease of tangible propertv to such a shareholder. There is no compa-
able provision in the House bill.

Under the amendment, amounts which a corporation receives under
a lease of intangible personal Property to a 25 percent or greater
shareholder are to be governed by the present rule for compensation
received for the use of corporate property by a shareholder. Under
this rule, the full amount received by the corporation for the share-
holder's use of such property is not automatically treated as personal
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holding company income. Whether such income is treated as personal
holdig company income depends on whether the corporation derives
more than 10 percent of its total income from other personal holding
company sources.

The amendment imposes a limitation, however, so that pay-
ments received from a lease of intangible property to a share-
holder are to be tested under section 543(a) (6) only if the in-
tangible assets are part of an integral group of assets consisting of
tangible and intangible assets which the shareholder uses in actively
carrying on his trade or business. If the shareholder does not use the
license or other intangible asset (along with tangible assets) in carry-
ing on his business, the license payments received by the corporation
are to be treated as ordinary royalties governed by the present rules
of section 543(a) (1) or, if appropriate on the facts, under other rules
relating to mineral, oil or gas royalties (sec. 543(a) (3)) or copyright
royalties (sec 543(a) (4)).

Under present law, the property ]eased or licensed from the cor-
poration must be used by the "individual" who owns 25 percent or
more of the stock. The committee believes that this requirement should
be considered satisfied if the property is in fact used by a partner-
ship in which the individual (who is a 25 percent or greater share-
holder) is a partner or in which a trust is a partner. In determining
ownership of the corporation's stock, however, for purposes of the
25-percent stock ownership requirement of section 543(a) (6), the
constructive ownership rules in section 544 will continue to apply.

Effective date
The. amendment to the general rule of section 543 (a) (6) relating

to intangible property is effective for corporate taxable years ending
after December 31,1964.

Revenue effect
It is estimated that this provision will not have a significant effect

on tax revenues.

9. Work Incentive (WIN) and Federal Welfare Recipient Employ-
ment Incentive Tax Credits (sec. 1309 of the bill and sec. 50
(A) of the Code)

Present law
Under present-law, a work incentive (WIN) credit equal to 20

percent of the wages paid during the first 12 months of employment
to qualified AFDC recipients is available to employers engaged in a
trade or business who hire such employees. Qualified participants are
certified by the local WIN agency.

The amount of the credit available in any year is limited to the first
$25,000 of tax plus one-half of tax liability in excess of $25,000. The
credit is not available in the case of an employee who ceases to work
for the original employer unless the employee voluntarily quits, be-
comes disabled, or is fired for misconduct.

Under the Federal welfare recipient employment incentive tax
credit (welfare recipient tax credit), all private employers including
those who provide employment for private household workers are
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eligible for the credit. Qualified employees are AFDC recipients who
have received benefits for 90 days. The credit is essentially the same
as the WIN credit: 20 percent of eligible wages, except that there is
a limit of $5,000 a year on the annual eligible wages or nonbusiness
employees; the same overall credit limit of $25,000 of tax plus one-half
of the excess also applies. The State or local welfare agency certifies
recipients as qualified. This provision expires on July 1, 1976.

Reasons for change
WIN tax credit.-The committee is concerned that the WIN tax

credit is not being used to the extent anticipated. One aspect of the
WIN tax credit which has been cited as a major reason why employers
are not using the credit is the requirement for repayment of the credit
by the employer if he terminates the employment without cause before
the end of the second year. A significant percentage of the amounts
which have been earned as tax credits have reportedly been recovered
by the IRS for this reason. It has been suggested to the committee that
the removal or modification of this recapture provision would encour-
age greater use of the tax credit and would make it consistent with the
welfare recipient tax credit, which has no recapture provision.

Another suggestion for promoting greater use of the credit has been
to raise the dollar limitations on the amount which any single em-
ployer can claim. Treasury statistics indicate that about 63 percent of
the amount claimed for WIN is by corporations with assets in excess
of $250 million. These larger corporations might be expected to make
greater use of the credit by hiring more welfare recipients if there
were a higher limit on the amount which could be claimed.

Welfare recipient tax credit.-The welfare tax credit, which is due
to expire July 1, 1976, has been in effect for too brief a time to judge its
effectiveness. Early statistics show, however, that there has been vir-
tually no use made of the provision thus far. Part of the problem is
that it is still unknown and employers have not yet had any experience
with it. In order to give it a fairer test, it would seem to be desirable to
extend the expiration date into the future. This would assure not only
that there would be sufficient opportunity to make employers aware
of its adavntages, but also that it could be tested over time for its use-
fulness as a means of getting welfare recipients moved into jobs.

Because the welfare tax credit was originally passed with a 15-month
limit, there was no reason to provide for a limit to the period of time
for which the credit could be claimed for any one employee. However,
if the credit is extended for several years such a limit might be con-
sidered. It is difficult to justify giving an employer a tax advantage
for an indefinite period into the future for each welfare recipient he
may hire. One year would seem to be adequate time for the employer-
employee relationship to have become well enough established to make
termination of the credit with regard to an employee justifiable and
without undue risk to the employee. This would be consistent with
the WIN tax credit provision which also gives a credit only for the
first 12 months of employment.

Explanation of provision
The committee amendment makes several modifications to both the

WIN and welfare tax credits to make them more effective. The House
bill has no comparable provisions.
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The committee amendment makes three changes in the WIN credit.
First, the credit is available from the date of hiring if employment
is not terminated without cause before the end of six months. Second,
an additional exemption is added to the recapture rules so that there
would be no recapture of the credit if the employee were laid off due
to lack of business. Third, the limit on the credit is doubled from
$25,000 to $50,000 plus one-half of the excess over $50,000.

The committee amendment also made three changes in the welfare
recipient tax credit. First, the expiration date is extended from July 1,
1976, to January 1, 1981. Second, a limit of 12 months for which the
wages of any one employee would be eligible for the credit is provided.
Third, the WIN agencies could also certify eligibility for the welfare
recipient tax credit.

Effective date
These changes are to be effective upon the date of enactment of this

Act.
Revenue effect

This provision will reduce budget receipts by $3 million in fiscal
year 1977, $7 million in fiscal year 1978, and $17 million in fiscal year
1981.

10. Excise Tax on Parts for Light-Duty Trucks (sec. 1310 of the
bill and sec. 6416(b) (2) of the Code)
Present 7aw

The Revenue Act of 1971 repealed the 10-percent excise tax on light-
duty trucks and buses (those with gross vehicle weight of 10,000 pounds
or lees). As a result, truck and bus parts and accessories sold by the
vehicle manufacturer as part of (or in connection with the sale
thereof) a light-duty truck or bus are not subject to tax-neither the
10-percent tax that used to be imposed on the vehicle, nor the 8-percent
tax on truck parts and accessories. Also, if a truck parts or accessories
manufacturer sells parts or accessories to a manufacturer of light-duty
trucks for use in "further manufacture" of those trucks, the parts and
accessories are not subject to tax. However, if the truck parts manu-
facturer sells parts separate from the light-duty trucks and the in-
stallation of those parts by a retail truck dealer technically is not
"further manufacture" of the trucks, then the manufacturer's excise
tax of 8 percent applies. This is so even though the part or accessory
is sold to the retail customer at the same time he purchases the tax-
exempt light-duty truck or bus.

Reaon8 for change
It appeared inequitable to the committee to tak a truck part or ac-

cessory when purchased by a truck dealer as a separate item where it
is sold on or in connection with the retail sale of a light-duty truck,
while exempting such parts or accessories if they were included with
the truck as deiivered from the manufacturer to the dealer. The com-
mittee amendment removes the discriminatory treatment of such parts
and accessories.

E planation of provilion
The committee amendment (to sec. 6416(b) (2)) provides that the

8-percent manufacturer's excise tax on truck parts and accessories is
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to be refunded or credited to the manufacturer in the case of any part
or accessory sold on or in connection with the first retail sale of a
light-duty truck. Thus, those parts and accessories are to be effectively
treated the same as the parts and accessories that actually are a part
of the tax-exempt truck as delivered from the manufacturer. The
credit or refund is not intended to cover replacement parts even if
ordered at the time of the purchase of the truck, but only those parts
and accessories which are to have original use on the purchased truck.

The House bill contains no comparable provision.
Effective date

The amendments made by this section apply to parts and accessories
sold on or after July 1,1976.

Revenue effect
This amendment is estimated to result in annual revenue losses of

about $3 million. This revenue would otherwise go into the Highway
Trust Fund (through September 30,1979).

11. Certain Franchise Transfers (sec. 1411 of the bill and sees.
751 and 1253 of the Code)

Present law
Section 1253, which was added to the Internal Revenue Code by

the Tax Reform Act of 1969, provides generally that the transfer
of a franchise, trademark, or trade name shall not be treated as a sale
or exchange of a capital asset if the transferor retains any significant
power, right, or continuing interest with respect to the subject matter
of the franchise, trademark, or trade name.

Gain which would be treated as ordinary income pursuant to sec-
tion 1253 (unlike gain which would be treated as ordinary income
under any other sections of the Code, e.g., sections 1245, 1250, 1251,
and 1252), is not treated as an "unrealized receivable" of a partnership
which would have the effect of causing ordinary income upon certain
partnership distributions, payments in liquidation of a partnership
interest, or sales of other dispositions of partnership interests.

Section 1253 applies to all transfers taking place after December 31,
1969. Unlike certain other provisions of the 1969 Act, no exception was
made for transfers occurring after December 31, 1969, pursuant to
contracts which were in effect prior to that date.

Reasons for change
The committee believes that partnership transactions of the type

described above should, in situations where a franchise, trademark or
trade name is involved, be subject to ordinary income treatment pur-
suant to section 1253 in cases in which, if a partnership were not in-
volved, ordinary income would be recognized. In general, failure to
deal with partnership transactions in this manner may allow taxpay-
ers to avoid ordinary income treatment under section 1253 by restruc-
turing transactions to involve the formation of a partnership by the
franchisor and the franchisee followed by a sale or liquidation of the
franchisor's partnership interest without the application of section
1253 to the proceeds received by him.
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It has come to the committee's attention that the failure to have an
exception to the section 1253 rules for post-1969 transfers which are
being made pursuant to contracts entered into prior to January 1, 1970,
has resulted in hardship to certain taxpayers, particularly in situations
where a professional practice is involved and the transfer is to be made
to a person who is an employee or partner of the transferor.

Explanation of provision
The committee amendment provides that, with respect to certain

partnership distributions, sales of partnership interests, and distribu-
tions in liquidation of partnership interests, the term "unrealized re-
ceivable" is to include the ordinary income element which would have
been recognized had the partnership transferred a franchise, trade-
mark, or trade name.

The committee amendment also provides special transitional rules
which provide that section 1253 will not apply to a transfer of a fran-
chise, trademark or trade name if (1) the transfer is pursuant to a
contract that was in existence prior to January 1, 1970, (2) the con-
tract relates to a trade or business in which a professional practice is
involved, and (3) the transfer is made to a person who immediately
before the transfer is an employee or partner of the transferor. This
rule is intended to allow certain owners of professional practices who,
.prior to 1970, had made arrangements to transfer their practices to
employees or partners not to have the provisions of section 1253 apply
to such transfers. However, in determining whether the transferor is
entitled to capital gain treatment on such a transfer, the transfer will
be subject to the ordinary rules of law relating to whether there had
been a "sale or exchange" of a "capital asset". This new transitional
rule is to apply in cases where there is a contract to transfer in existence
on January 1, 1970, whether or not such contract is binding on the
parties at such time. The transitional rules are also to apply only where
a :professional practice is involved. However, where a professional
practice is involved and there is a related business which is trans-
ferred at the same time as part of the same agreement, such a transfer
will be covered by the transitional rule. Thus, for example, an optician's
business would be directly related to an optometrist's business carried
on in the same premises, and a transfer of both businesses would, if
the other requirements of the rule are satisfied, not be subject to sec-
tion 1253.

This transition rule is further limited by the requirement that the
transfer must be made to a person who, immediately before the trans-
fer, is an employee or partner of the transferor. Generally, this re-
quirement is designed to limit the transitional rule to situations where
the transferor and the transferee have had an ongoing relationship
prior to January 1, 1970, and such ongoing relationship had, in part,
been carried on in the assumption that the transferee was to be able
to acquire the business over a period of time or at some time in the
future.

There is no comparable provision in the House bill.

,Effective date
The amendment to the partnership provisions (sec. 751(c)) is to

apply to transactions occurring after December 31, 1976, in taxable
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years ending after that date. The transitional rules for section 1253
are to apply to transfers made after December 31, 1969, subject to the
conditions specified above.

Revenue estimates
It is estimated that this provision will have no significant revenue

effect in fiscal year 1977 and future years.

12. Clarification of an Employer's Duty to Keep Records and to
Report Tips (see. 1312 of the bill and sees. 6001 and 6051
of the Code)

Present law
There has been some dispute regarding an employer's duty to report

to the Internal Revenue Service charge account tips received by his
employee (for example, a waiter or waitress) but not included in the
monthly total tip amount usually reported by the employee to the
employer. However, under Revenue Ruling 76-231, released May 26,
1976, the Service announced that employers are to be required to report
such charge account tips.

Present law (see. 6053(a) of the code) requires employees to report
all tips received (including charge account tips) to their employers,
usually on a monthly basis. The tips required to be reported to employ-
ers are tips received and retained after any tip-splitting (such as by
waiters and waitresses with busboys) or tip-pooling (such as by a
waiter with other waiters.) Section 6051(a) requires employers to
report on IRS Forms (W-2) as wages subject to income tax withhold-
ing and Federal Insurance Contributions Act (FICA) withholding
only the tips actually reported to them by their employees pursuant to
section 6053 (a).

Section 6041 (a) requires every employer of an employee earning
$600 or more yearly to report the total of that employee's earnings to
the IRS. As a result, the regulations (see. 1.6041-2(a) (1)) specify
that earnings in addition to those required to be reported as subject to
withholding are required to be reported separately to the IRS on the
Form W-2 for the employee. As stated above, Revenue Ruling 76-231
has recently held that this means that charge account tips not reported
to the employer by the employee must nevertheless be reported to the
the IRS by the employer. If. because of tip-splitting or tip pooling, the
amount reported by the employee on his income tax return differs from
the total amount of tips reported by the employer for that employee,
the employee is required by the ruling to attach an explanation of the
difference to his income tax return.

Reasons for change
The requirement that employers report to the IRS charge account

tips not reported to them by their employees appears to entail burden-
some record-keeping requirements for many employers. As a matter of
general practice, charge account tickets are turned over by, for exam-
ple, a waiter to the business manager, who then, or shortly thereafter,
reimburses the waiter from the cash register or other ready cash for
the amount shown on the charge ticket which represents the waiter's
tip. However, at the end of an accounting period, employers may



have only a record of total charge account tips, and do not necessarily
have any way of breaking down -that total per employee. In order to
determine the amount of charge account tips received by each em-
ployee, such employers must -o back to allocate each charge ticket to
the employee responsible for it, if that employee's identity is identifi-
able from the charge ticket.

The committee believes that the practices presently followed by
employers in reporting their employees' tips to the Service is appro-
priate and that the new rules proposed by the Service present an
unnecessary complication for employers. The committee provision
nullifies the recent IRS ruling relating to charge tips.

EplZanation of pr&vision
The committee amendment specifies that the only employer tips

which an employer must report are the tips reported to the employer by
the employee under present law (sec. 6053(a)). Accordingly, employ-
ers would not be required by law to keep accounts of employees' charge
ticket tips or to report those tips to the IRS even if some of those tips
are not reported to the employer by the employee. This clarification is
aqcomplished through an amendment to section 6051(d) of the Code.

The committee amendment also clarifies the employer's record-keep-
ingrrequirements .Section 6001 is amended to provide that the only rec-
ords an employer must keep in connection with charge tips are charge
receipts ,and copies of tip reporting statements furnished to employers
by employees pursuant to section 6053(a). Thus, employers would not
be required to maintain running tabulations of the allocation of total
charge account tips to particular employees.

Efective date
The committee provision is effective as to calendar years beginning

after December 31,1976. The portions of Revenue Ruling 76-231 relat-
ing to charge tips which were not reported by the employee to the em-
ployer applied only to calendar years beginning after December 31,
1976. As a result, only Forms W-2 for calendar years beginning after
1976 had to include charge tips that were not reported to the employer
by the employee. Therefore, providing an effective date for the com-
mittee's amendment which is identical to the effective date of the reve-
nue ruling will nullify any obligation of employers caused by the
revenue ruling to report to the IRS charge account tips that were not
reported to them by their employees.

Revenue effect
It is estimated that this provision will result in reduced tax receipts

of less than $5 million.

it Treatment of Certain Pollution Control Facilities (sec. 1313
of the bill and sees. 48 and 169 of the Code)

Present law
Five7year amortization was available to a taxpayer at his election for

pollution control equipment that was placed in service in 1969 and con-
tinued to be available for equipment placed in service before January
1, 1976, when the provision expired. The provision was made avail-



able as a special incentive for pollution control equipment in the Tax
Reform Act of 1969, because the Act also repealed the investment
credit.

Rapid amortization was available for the installation of certified
pollution control equipment with a useful life of up to 15 years.m For
equipment with a useful life greater than 15 years, the basis attributa-
ble to the first 15 years could be amortized over a 5-year period, and
the remaining years could be depreciated under the regular rules for
depreciation, including use of the various methods of accelerated de-
preciation. The adjusted basis of the property that was eligible for
rapid amortization was not made eligible for the investment credit
when it was re-enacted in 1971.

In order to be eligible for rapid amortization, the pollution control
equipment had to be certified as a new identifiable treatment facility
which is used in an existing plant to abate or control water or atmos-
pheric pollution or contamination by removing, altering, disposing, or
storing of pollutants, contaminants, wastes or heat. Certification was
required by appropriate State and Federal authorities that the equip-
ment complied with the appropriate standards.

In addition to the rapid amortization provision that had been in
effect through last year, taxpayers who placed pollution control equip-
ment in service might be able to finance the cost of acquisition, in whole
or in part, through the issue of industrial development bonds. Several
conditions and limitations apply to the issue of these bonds in section
103 of the Code, and all taxpayers may not be able to qualify to issue
these tax-exempt bonds. Taxpayers who did not elect rapid amortiza-
tion were able to use accelerated depreciation on ADR guideline lives
and the investment credit. In many cases, this combination gave
greater tax benefits than five-year amortization.

Reasons for change
Expiration of the 5-year amortization provision was an unintended

result at the end of 1975. The committee reported a bill late last year
that would have extended section 169 for another year, but the bill
could not receive consideration by the Senate at the end of the session.

The committee believes that reenactment of this provision is neces-
sary in order to provide a tax incentive for installing pollution control
equipment. This equipment is placed in service because public policy
now requires that the cost of dealing with pollution be included in the
prices of products as a cost of production. This transfers the cost
burden of removing pollution created by the production process to the
consumers of the product from the victims of pollution. The producers
must install equipment that frequently is expensive and usually does
not increase productivity. Although the costs can be recovered during
the useful life of the equipment, the cost is incurred at the outset. In
recognition of this addition to a businessman's capital costs because of
a change in public policy, the committee believes that this additional
assistance in reducing the cost burden is appropriate.

After restoration of the investment credit in 1971, the amortization
provision was used infrequently because the investment credit plus
accelerated depreciation over ADR guideline lives provided better tax
benefits. The committee 'believes that the investment credit also should
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be made available in combination with rapid amortization to restore
the viability of the amortization provision as an incentive.

As it has been administered since its enactment, pollution control
has been interpreted as a process that takes place at the end of the
production process. The committee believes that interpretation has
been excessively narrow, and it amended section 169 to permit a
broader definition of pollution control.

Ewpianution of the provision
The committee restored the five-year amortization provision to the

Code as of January 1, 1976, as a permanent provision. It applies to
pollution control facilities installed in plants in operation before
January 1, 1976. The provision is unchanged from the committee's
earlier version, except for the change in the definition of pollution
control to include "preventing the creation or emission of" pollutants.
Under the amended definition, a new identifiable facility may qualify
for rapid amortization, if it prevents the creation of pollutants dur-
ing the course of operating the plant. For example, a taxpayer might
install equipment in the sesueice of production operations that pre-
vents the creation of pollution by removing potential contaminants
from the material one production stage before pollutants ordinarily
would be generated or emitted. If an electric utility could treat high
sulphur content coal just before it is burned so that there would be
no sulphur emitted in the smoke or in any other way, the equipment
that provides the treatment would qualify as a new identifiable treat-
ment facility. A production process that is different because it does
not generate any pollutants does not qualify as a new identifiable
treatment facility that prevents the creation of pollution.

The investment credit is made available for certified pollution con-
trol equipment for which the taxpayer has made an election for rapid
amortization. Since rapid amortization provides a useful life for de-
preciation purposes of five years, this equipment is eligible for two-
thirds of the investment credit.

Effective date
Restoration of the election for five-year amortization is effective

with respect to certified pollution control equipment which is placed
in service after December 31,1975. The investment credit will be avail-
able for such equipment placed in service after December 31, 1976.

Revenue effect
This provision will increase tax receipts by $52 million in fiscal year

1977 and by $75 million in fiscal year 1978. There will be decreases in
tax receipts of $199 million in fiscal year 1981.

14. Qualification of Fishing Organizations as Tax-Exempt Agri-
cultural Organizations (sec. 1314 of the bill and sec. 501(g)
of the Code)
Present law

Agricultural organizations are exempt from tax under section 501
(c) (5> of the Code. Organizations devoted to promoting or improving
fishing or such related occupations as taking lobster or shrimp are not
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treated as agricultural organizations by the Internal Revenue Service?
However, organizations devoted to promoting or improving fishing
and related pursuits may qualify for tax exemption under section 501
(c) (6) as business leagues.

2

Reason for change
There seems to be no valid reason for differentiating under section

501 (c) (5) between occupations devoted to producing foodstuffs from
the earth and occupations devoted to producing foodstuffs from water.
This distinction has some practical consequences now--e.g., organiza-
tions or leagues devoted to fishing and related pursuits are not entitled
to the reduced postal rates granted to exempt agricultural organiza-
tions. The distinction may have further practical and undesirable con-
sequences in the future unless it is eliminated.

Explanation of provision
The committee amendment adds a new provision (new subsection

(g) of 501) to explain the meaning of "agricultural" in section 501(c)
(5). The amendment provides that "agricultural" includes (but is not
necessarily limited to) the art or science of cultivating land, harvest-
ing crops or aquatic resources, or raising livestock.

The term "harvesting * * * aquatic resources" includes fishing and
related pursuits (such as the taking of lobsters and shrimp). Both
fresh water and salt water occupations are to qualify as "agricultural"
under the new definition. In addition, the cultivation of underwater
vegetation, such as edible sea plants, qualifies as agricultural in na-
ture, as does the cultivation or growth of any edible organism. Also,
the operation of "fish farms" is to be considered agriculture under the
new definition. However, aquatic resources are only to include animal
or vegetable life, not mineral resources.

There is no corresponding provision in the House bill.
Effective date

This provision is to be effective for all taxable years beginning after
December 31, 1972.

Revenue effect
It is estimated that this provision will have no revenue impact.

15. Subchapter S Corporation Shareholder Rules (sec. 1315 of
the bill and sec. 1371 of the Code)

Present law
Subehapter S was enacted in 1958 in order to minimize the effect of

Federal income taxes on businessmen's choices of the form of business
organization in which they conduct their businesses, and to permit the
incorporation and operation of certain small businesses without the in-
cidence of income taxation at both the corporate and shareholder

'The provisions of the Code defining agricultural pursuits or farming do not encompass
fsing and similar pursuits. (See sees. 3121 (a) and 6420(e).), Payments to section 501(c) (5) organizations or to section 501(c) (6) organizations
are not deductible a. charitable contributions. However, in most cases they are deductible
as business expenses.5

No Inferences are to be drawn from this provision as to whether any pursuit that
may ounltfv under the new term "harvesting 5 * aequatie resources" does or does not
qualify under existing law.
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levels. The subehapter S rules allow corporations engaged in active
trades or businesses an election to be treated for income tax purposes in
a manner similar to that accorded partnerships. Where an eligible cor-
poration elects under the subchapter S provisions, the income or loss
(except for certain capital gains) is not taxed to the corporation, but

each shareholder reports a share of the corporation's income or loss
each year in proportion to his share of the corporation's total stock.

An election under subchapter S is made by, and requires the consent
of, all shareholders. It may be terminated either voluntarily or in-
voluntarily in certain circumstances.

In order to be eligible for subchapter S treatment, the stock owner-
ship of the corporation must meet certain qualifications. First, it must
be a corporation with only one issued and outstanding class of stock.
In addition, the corporation is required to have 10 or fewer sharehold-
ers, all of whom are individuals or estates and none of whom are trusts
or nonresident aliens.1

For purposes of determining the number of shareholders, present
law provides that stock which is community property of a husband
and wife (or the income from which is community property income)
under the law of a community property State will be treated as owned
by one shareholder. Similarly, a husband and wife are treated as one
shareholder where they own the stock as joint tenants, tenants in
common, or tenants by thieentirety.

Reasong for change
One of the most common uses of the subchapter S election has been

in the situation of a family owned or controlled corporation. During
the eighteen years that subchapter S has been in effect, many corpora-
tions which have been electing corporations during much of this
period, and their shareholders, find that their subchapter S status is
imperiled because of the 10-shareholder limitation. This often occurs
where one of the original shareholders retires from the family busi-
ness and transfers the stock to his children or leaves it to them in his
will. In addition, the death of a spouse may cause a problem under
this rule. Although a husband and wife were treated as one share-
holder, the deceased spouse's estate is considered to be a separate
shareholder. Because of these difficulties and in order to maintain the
viability of the subchapter S corporation for family owned businesses,
the committee has decided to make several changes in the 10-share-
holder rule.

Ezpleition of provision
The committee amendment makes several changes in the stock

ownership rules in the subchapter S provisions. First, the number of
shareholders permitted in order for a corporation to qualify for and
maintain subchapter S status is increased from 10 to 15, after the
corporation has been an electing subchapter S corporation for 5 tax-
able years. Under this rule, an electing corporation may have no more
than 10 shareholders during the first 5 years of its subchapter S
status, but may increase its number of qualifying shareholders to 15

Ixu addition to the stock ownership requirements. the corperation must be a domestic
corporation and maTo not he a member (parent corporation) of an affiliated group of
corporations eligible to ie consolidated income tax returns.



422

after this period, provided that the corporation satisfies the other
conditions for maintaining its status, such as timely consent to the
election by the new shareholders. The 5-year period in this provision
means 5 consecutive taxable years of the corporation.

The amendment is also intended to provide that once the corpora-
tion has satisfied the 5-year rule under any subchapter S election, it
qualifies for the additional 5 shareholders even though this election
las been terminated or revoked and it has subsequently made a new
subchapter S election. This is to prevent a potential problem where
an electing corporation's status is terminated or revoked after it has
satisfied the 5-year rule and the number of shareholders has increased
to more than 10. Under existing statutory rules, a corporation whose
subchapter S status has been terminated or revoked is not eligible,
without the permission of the Secretary, to make a new election for
subchapter S treatment until the sixth taxable year following the last
year the previous election was in effect. If the corporation is required
to satisfy the 10-shareholder 5-year rule after this new election, the
rule could force divestitures (or encourage sham transactions) by as
many as 5 of the shareholders. Since this rule would create hardships
in some situations, such as a family-owned small business, the commit-
tee believes that the 5-year rule should not be required to be satisfied
in conjunction with a subsequent election where it was previously
satisfied under an earlier election and the corporation had in fact more
than 10 shareholders on the last day of the last taxable year covered
by the previous election.

Both of the other committee amendments relate to situations
where ownership of a subchapter S corporation's stock changes as a
result of the death of a shareholder. One of the amendments provides
in excess of 10 (but in no event more than 5 additional shareholders)
during the 5-year period if the initial additional shareholders acquire
their stock by inheritance.

In order not to restrict the transferability of the shares (during the
5-year period) by the inheriting shareholders, these shareholders may
sell or otherwise transfer their shares during the 5-year period to a
noninheriting shareholder without violating the 5-year requirement.
However, the total number of shareholders during the 5-year period
holders. For this purpose, the term "inheritance" is given a broad
definition to include the passing of property by legacy, devise or in-
testate succession.

In order to conform to existing provisions which treat husband and
wife as one shareholder and to mitigate the effect of the shareholder
rules where one spouse dies, the committee also decided to permit the
surviving spouse and the estate of the deceased spouse to be treated
as one shareholder where the husband and wife were considered one
shareholder at the time of death of the decedent.

Effective date
These amendments are effective for taxable years beginning after

December 31,1976.
Revenue effect

The revenue loss from the amendments is estimated tobe negligible.



16. Innocent Spouse (see. 1316 of the bill and sec. 6013(e) of the
Code)

Present law
Under present law (see. 6013(e)), an innocent spouse may be re-

lieved of the generally applicable rule of joint and several liability on
a joint return if the liability is attributable to omissions of income
for which the spouse seeking relief is not responsible. Relief could have
been sought for all taxable years which were still open when that pro-
vision was enacted (January 12, 1971), but could not be granted for
a year which was already closed by the statute of limitations, res judi-
cata, or otherwise.,

If certain conditions are met, relief may be granted to an innocent
spouse who filed a joint return which omitted income in excess of 25
percent of the income actually reported. The spouse seeking relief
must establish that he or she did not know of and had no reason to
know of the omission. Also, it must be concluded that it is inequitable
to hold the innocent spouse liable for the tax deficiency. A determina-
tion about whether it is inequitable to hold an innocent spouse liable
must be based on all the facts and circumstances and must consider
whether the innocent spouse benefitted significantly from the omitted
income.

Relief under this provision covers liability for tax, interest, penal-
ties and other amounts. Although Congress was especially concerned
with granting relief to innocent spouses of embezzlers who fail to re-
port income fully, the relief may cover any type of omission,

Reasons for change
The committee believes that relief should be granted in certain cases

where an innocent spouse is unable to obtain relief under present law
solely because a judicial decision has rendered an issue res judicata.
The committee believes it appropriate to alleviate the undue hardship
imposed on an innocent spouse (1) who became liable for tax because of
the res judicata effect of a judicial decision prior to the enactment of
this provision and (2) who could have benefitted from the provision if
he or she had kept the taxable year in question open within the tax
administrative process and had not sought judicial relief.

Explanation of provison
The conimittee amendment grants relief under the innocent spouse

provision to certain taxpayers, who but for the res judicata effect of
adverse judicial decisions prior to the provision's enactment, would
have been relieved of liability for unreported income. The House bill
contains no corresponding provision.

Under the committee amendment, a taxpayer may apply under
section 6013e) for redetermination of his or her tax liability for
taxable years beginning within ten years prior to the enactment of
section 6013(e) and ending on or before January 12, 1971, the date
of enactment of that provision, if such relief has been barred solely by
operation of res iudicatt A redetermination sought under the commit-
tee amendment is to be made without regard to the res judicata effect
of a judicial decision. Taxpayers found to have overpaid their taxes
are to be entitled to refunds.

If. Rept. 91-1784. p. 5 (1970); S. Rept. 91-1537, p. 4 (1970).



EfectOve date
The application permitted by the committee amendment must be

made before the end of the first calendar year beginning after the date
of enactment of this Act.

Revenue estimate
It is estimated that this provision involves a negligible revenue los.

17. Rules Relating to Limitations on Percentage Depletion in
Case of Oil and Gas Wells (sec. 1317 of the bill, and see.
613A of the Code)

Present law
Prior to the Tax Reduction Act of 1975 any taxpayer was entitled

to a deduction for the greater of the percentage depletion allowance
or the cost depletion allowance on gross income from an oil and gas
property. The allowance was equal to 22 percent of such gross m-
come, but not more than 50 percent of the taxable income from such
property.

The Tax Reduction Act of 1975 repealed the percentage depletion
allowance for oil and gas with two exceptions. Under the first excep-
tion, natural gas sold under a fixed contract or subject to federal price
regulation is still eligible for percentage depletion computed without
regard to the limitations on percentage depletion contained in the Tax
Reduction Act of 1975. Under the other exception (the "small pro-
ducer exemption"), percentage depletion is allowed for a limited
amount of production from wells located within the United States.
The amount of production eligible for percentage depletion is an
average of 2000 barrels per day (or its equivalent in cubic feet of gas)
for 1975 and phases down to an average of 1000 barrels per day (or its
equivalent in cubic feet of gas) for 1980 and thereafter. The percent-
age depletion rate for eligible production remains at 22 percent through
1980 and then is graduallyy reduced annually to 15 percent for 1984
and years thereafter. However, production resulting from secondary
and tertiary processes remains eligible for the 22 percent rate through
1983.

For any taxpayer eligible for the small producer exemption, the
deduction for any year attributable to such small producer exemption
may not exceed 65 percent of the taxpayer's taxable income. However,
if a taxpayer acquired an interest in an oil and gas property after 1974
and the property is "proven" at the time of transfer, the taxpayer is
generally not allowed percentage depletion on production from that
property under the small producer exemption. Also, a taxpayer is not
eligible for the small producer exemption on any oil or gas productionn
durin, any period for which such taxpayer is classified as a
"retailer" of oil or gas, or products derived from oil or gas. Finally,.a
taxpayer is ineligible for the small producer exemption for any tax
able year for which the taxpayer (or a related person) engages in re-
fining of crude oil if, on any day during the year, he has refinery runs
exceedin. 50,000 barrels.

Generally, a taxpayer is subject to the "retailer' exclusion for any
taxable year in which the taxpayer either directly, or through a re-
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lated person, sells oil or gas (or any product derived from oil or gas)
either (a) through a retail outlet operated by the taxpayer or a re-
lated person, or (b) to any person who is obligated under a contract
with the taxpayer (or a related person) to use the trademark, etc. of
the taxpayer (or a related person) in marketing oil and gas (or de-
rivative products), or who is given authority under a contract to
occupy a retail outlet controlled by the taxpayer.

Reason for change
Certain provisions of the Tax Reduction Act of 1975 relating to per-

centage depletion have been or may be interpreted in a manner which
is inconsistent with what the committee believes to be the intent of
Congress in enacting that legislation. In some cases, the literal lan-
guage of the statute requires unintended results. In other cases, the
statutory language is ambiguous.

First, the retailer exclusion can be construed to apply in many cases
where it was not intended to apply. For example, the retailer exclusion
could be interpreted to deny the small producer exemption to a royalty
interest holder who also holds a mere 5-percent interest in a partner-
ship that operates a corner drugstore which sells petroleum jelly. The
committee believes that the retailer exclusion was intended to apply
only where the taxpayer has substantial retail operations and not to
cases where a taxpayer's retail operations are essentially de minimis.
In addition, the committee believes that the retailer exclusion should
be applied only in the case of retail sales as that term is commonly
used. Thus, bulk sales of oil or natural gas directly to industrial or
commercial users should not be treated as retail sales through a retail
outlet. Nor should retail sales be taken into account if they take place
outside the United States, provided the taxpayer is not exporting oil,
gas. or derivative products.

The rule prohibiting the percentage depletion deduction on proven
property which has been transferred was intended to prevent a prolif-
eration of the amount of proven oil and gas reserves that might be
eligible for percentage depletion when produced. The committee
believes that the rule was not intended to apply to some cases of trans-
fers which occur by operation of law. For example, where a property
is held in trust and the beneficiaries are entitled to percentage deple-
tion with respect to the property, the birth or death of a beneficiary
may constitute a transfer. This kind of a transfer was not intended to
give rise to the denial of percentage depletion.

Finally, it has come to the attention of the committee that the
Treasury Department has encountered administrative difficulties as a
result of certain technical problems in the new depletion rules. To
correct any possible defects, the committee agreed to certain technical
amendments for clarification.

Explanation of provisions
The committee's amendment makes several changes in the retailer

exclusion. If, in the case of any taxpayer, gross receipts from the sale
of oil or gas, or products derived therefrom, by all retail outlets of the
taxpayer (or related persons) do not exceed $5 million for the taxable
year, such taxpayer will not be treated as a retailer for that year. Thus,
if the taxpayer and related persons operate a total of five outlets, the
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taxpayer will be subject to the retailer exclusion only if the aggregate
gross receipts from the sale of oil, gas, or their derivative products by
these outlets exceeds $5 million for the year. This de mirimis exception
applies to retail outlets occupying land owned, leased or controlled by
the taxpayer as well as those outlets owned directly by him.' Also,
a taxpayer will not be subject to the retailer exclusion for any taxable
year for which all retail sales of oil, gas, or their derivative products by
retail outlets are made outside the United States, provided that no
domestic production of the taxpayer or a related person is exported
during the year in question or the immediately preceding taxable year.

The committee's amendment adds an additional exception to the
transfer rule. Under this exception, no change of beneficiaries of a
trust shall be considered a "transfer" if the change occurs solely by
reason of the death, birth, or adoption of any benefciary if the trans-
feree was a beneficiary under the trust prior to the triggering event or
is a lineal descendant of the grantor or any other benefciary. 2

Under the trust laws of certain States, as well as the provisions of
some existing trust instruments, the entire depletion allowancee is re-
quired to be allocated to the trustee, even though income distributions
are made to beneficiaries. Such distributions reduce the taxable income
of the trust and, because of the 65 percent limitation, jeopardize the
deduction under the small producer exemption. The corhmittee believes
that this result was not intended. Thus, to correct this situation, the
committee's amendment provides, for purposes of the 65-percent-of-
taxable-income limitation, that a trust's taxable income shall be com-
puted without a deduction for distributions to beneficiaries during the
taxable year. In addition, the language of present law is changed to
make clear that in computing taxable income for purposes of the 65-
percent-of-taxable-income limitation, percentage depletion under the
small producer exemption is not treated as a deduction from taxable
income. (Otherwise, there would be a circle, with percentage depletion
reducing the base of taxable income against which the 65-percent lim-
itation is measured.) However, if a property is exempted from the
provisions of these limitations on percentage depletion (because it pro-
duces a regulated natural gas, etc.), then taxable income would be re-
duced by the depletion taken. Also, if the cost depletion deduction,
allowable on one or more of the taxpayer's oil or gas properties is
greater than the percentage depletion deduction allowed under this
section (without regard to the limitation based on taxable income)
then the entire amount of allowable cost depletion must be deducted in
computing taxable income for purposes of the 65-percent limitation.

Under present rules, percentage depletion is to be computed by each
partner in the case of an oil or gas property held by a partnership.
Some partners may be limited to cost depletion by reason of the varivo
ous limitations and exclusions, while other partners will be entitled
to percentage depletion. Whatever depletion allowance is deducted by
the partners reduces the basis of the partnership property. The -basis
affects the amount of the cost depletion allowance for any year, as well
as the amount of gain or loss recognized upon a sale or exchange' of
such property.

'For purposes of the retailer exclusion, bulk sales by the producer of oil or natural
gas directly to commercial or Industrial users are not to be taken into account.. Therefore,
this type of sale is also not to be taken into account for Durposes of the ie soinisde rule.

'For this purpose, an individual adopted by a beneficiary is a lineal descendant of that
beneficiary.



In the case of partnerships having numerous partners, difficulty
arises if the partnership is required to maintain the basis account for
partnership oil or gas property. The partnership would have to ask
that each partner inform the partnership annually of the amount
of depletion deducted with respect to each property. This practice
would be burdensome and unreliable. Moreover, if the basis of the
property were maintained at the partnership level, deductions by part-
ners entitled to percentage depletion would reduce the basis and jeop-
ardize the cost depletion allowance for those partners not entitled to
percentage depletion. Also, on a subsequent sale of the property, part-
ners limited to cost depletion would recognize the same portion of gain
or loss as those partners entitled to percentage depletion. These results
were not intended under the Tax Reduction Act of 1975 which pro-
vided that percentage depletion under the small producer exemption
is to be compiled at the partner level). Accordingly, the committee
amendment clarifies existing rules so that the partnership basis in oil
or gas properties is allocated to partners proportionately. Thereafter,
each partner maintains an individual basis account and computes his
own allowance for either percentage depletion or cost depletion on all
his oil and gas properties.3

As noted in the discussion above, under present law a retailer (or
a refiner) is not eligible for the small producer exemption if he directly,
or through a related person, sells oil, natural gas, or products derived
therefrom through a retail outlet (or annually refines a certain amount
of crude oil). The definition of a related person is based on a significant
ownership test. However, the definition under present law does not
specify gat a significant ownership interest is held when a person
indirectly holds a significant ownership interest in another person.
In order to prevent taxpayers from avoiding the retailer and refiner
exclusions by the use of intermediate entities, the committee amend-
ment clarifies present law by specifically providing that in determining
whether a significant ownership interest is held, an interest owned by
or for a corporation, partnership, trust, or estate shall be treated as
owned directly both by itself and proportionately by its shareholders,
partners, or beneficiaries, as the case may be.

Effective date
These provisions are effective for taxable years beginning after

December 31, 1974 (the effective date of the provisions relating to the
percentage depletion deduction in the Tax Reduction Act of 1975).

Revenue effect
This provision will reduce budget receipts by $18 million in fiscal

year 1977, $10 million in fiscal year 1978, and $10 million in fiscal year
1981.

18. Federal Collection of State Individual Income Taxes (see.
1318 of the bill and sees. 6361 and 6362 of the Code)

Present Zoo
Under current law, a State may elect to have the Internal Revenue

Service collect the State's individual income tax if the State enters

a tar this purpose the partner adjusts his basis for his individual deduetons for depletion
and he separately computes gain or lose on the proceeds from the sale or exchange of
an Oil or gas property.
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into an agreement with the Internal Revenue Service, if tI State indi-
vidual income tax is a qualified tax, and at least two States, represent-
ing 5 percent or more of the Federal individual income tax returns in
1972 have elected to have their individual income taxes "piggybacked"
onto the Federal income tax system.

Three types of State taxes are qualified: taxes on residents income
based on Federal taxable income at rates determined by the States;
taxes on residents' income which are a percentage of the Federal liabil-
ity; and taxes on nonresidents' wage and other business income.

Generally, for a taxbased on taxable income to qualify for Federal
collection, the State tax must be imposed on an amount equal to an in-
dividual's taxable income for the taxable year, as such income is defined
from time to time in the Internal Revenue Code of 1954 (sec.-6).
However, because taxable income does not in all respects provide an
appropriate base for State tax, current law requires that three adjust-
ments be made to the tax base in order for the tax to qualify for Fed-
eral collection: (1) subtract from Federal taxable income any interest
received on U.S. obligations received by a taxpayer and included in
Federal gross income, (2) add to Federal taxable income any deduc-
tions claimed by a taxpayer for net State and local taxes, and (3) add
to Federal taxable income the interest from obligations of States or
political subdivisions which is exempt from Federal income tax. Cur-
rent law also permits a State to impose a "minimum tax" on tax pref-
erences and to allow a credit for income taxes paid to another State or
a political subdivision of another State.

A qualified resident tax computed as a percentage ofFederal tax
is defined as one imposed on the excess of the taxes imposed by chapter
1 of the Internal Revenue Code over the sum of the nonrefundable
credits allowable against these taxes. This includes in the base the
Federal liability for the minimum tax. As with the tax based on Fed-
eral taxable income, certain adjustments are provided bv the Act
for the tax based on a percentage of the Federal tax, as follows: (1)
decrease liability on account of interest on U.S. obligations included
in Federal taxab le income, (2) increase liability by including net tax-
exempt income, (3) increase liability by adding back net State income
tax deduction, and (4) allow a credit for income tax paid to another
State (or political subdivision).

Finally, a nonresident tax will not be qualified unless the amount
of tax imposed by a State on the income of a nonresident does not,
exceed the tax that would be imposed by the State if he were a resident
and if his taxable income were an amount equal to the excess of his
wage and other business income derived from sources within the State,
over that portion of the nonbusiness deductions allowable under the
State's qualified resident tax which bears the same ratio to the total
of such deductions that the wage and other business income derived
from sources within the State bears to the taxpayer's adjusted gross
income.

Reasons for change
To date, the requisite two States with 5 percent or more of 1972

Federal individual income tax returns have not "triggered" the piggy-
back system. This reluctance on the part of the States stems from ap-



parent uncertainty about whether or not the Federal Government
would bear the costs of administering the collection of State taxes, even
though the 1972 legislation contemplated that the Federal Govern-
ment and not the States, would bear those costs. Also, there has been
concern that certain progressive features of current State individual
income taxes would be eliminated were a State to elect to piggyback.
Also, there may have been coordination problems among several States
to jointly elect and therefore trigger the piggyback system.

To remove those impediments, the committee amendment (1)
makes it clear that the Federal government will bear the costs of
pgg;backing, (2) permits States to provide sales tax credits, and (3)
eliminates the 5-percent-of-returns rule and lowers the trigger to oneState.

E'planation of provision
The committee amendment makes explicit Congress' intent that

the Federal Government will not charge any State, directly or indi-
rectly, for Federal administration of the State's income taxes under

th~ggba4-~ingprovisions.
te commitkie amendment also reduces to one State the number
of States needed to set off this trigger, and removes the requirement
of present law that the initially-efecting State or States must repre-
sent, in the aggregate, 5 percent or more of the Federal individual
income tax returns filed during 1972.1 This has the effect of permitting
a State to make its decision whether to elect piggybacking based on
its own needs, without having to predict whether that State will be
joined by other States of any given size.

Finally, the committee amendment permits a State to provide a
credit for State sales tax against State income tax. Such credits are
increasingly being made available under existing State laws and are
generally designed to reduce the regressive effects of flat-rate State
sales taxes, especially when such taxes are imposed on food.

The House bill does not contain any comparable provisions.
Effective date

This provision is to take effect on the date of enactment.
Revenue effect

This provision is not expected to have any effect on Federal revenues.

19. Exclusion of Income From Certain Cancellation of Indebt-
edness Under Student Loan Programs (sec. 1319 of the bill
and sec. 117 of the Code)

Present Iaw
Under present law, O-ass income means all income, from whatever

source derived, including income from discharge of indebtedness, un-
less otherwise provided by law (see. 61). Subject to certain limitations,
gross income does not include any amount received as a scholarship
at an educational institution or as a fellowship grant (see. 117(a)). An

IWhile the trigger is reduced to one State, piggybacking becomes effective within
the notiecation process of current law, i.e., the Brot January 1 which is more than one
year after the date of notification.
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amount paid to an individual to enable him to pursue studies or re-
search does not qualify as a scholarship of fellowship grant if such
amount represents compensation for past, present or future employ,
ment services or if such studies or research are primarily for the bene,
fit of the grantor (Regs. § 1.117-4(c)).

Under certain student loan programs established by the United
States and various State and local governments, all or a portion of
the loan indebtedness may be discharged if the student performs
certain services for a period of time in a certain geographical area
pursuant to conditions in the loan agreement. In 1973, the Internal
Revenue Service ruled, with regard to a State medical education loan
scholarship program which provides that portions of the loan indebted-
ness are discharged on the condition that the recipient practices medi-
cine in a rural area of the State. The condition that services be per-
formed in an area selected by the grantor imposes a substantial quid
pro quo, so that the services are primarily for the benefit of the grantor.
Amounts received from such a loan program must therefore be in-
cluded in the gross income of-the recipient to the extent that repayment
of a portion of the loan is no longer required (Rev. Rul. 73-256,1973-1
Cum. Bull.). On November 4, 1974, the Service determined that this
ruling would be applied only to loans made after June 11, 1973, the
date of the above ruling (Rev. Rul. 74-540,1974-2 Cum. Bull. 38).

Reasons for change
Many States and cities have experienced difficulty in attracting

doctors, nurses and teachers to serve certain areas, including both
small communities and low-income urban areas. A provision t'in stu-
dent loan programs for loan cancellation in certain circumstances is
intended to encourage the recipients, upon graduation, to perform
needed services in such areas. Proponents of these programs believe
that the loan cancellation is not primarily for the benefit of grantor,
as the Service has ruled, but for the benefit of the entire community
and that the exclusion from income of the amount of indebtedness
discharged in exchange for these services would further the .purpose
of these programs. In addition, proponents believe such exclusion
would be consistent with the treatment of scholarships and 'fellow-
ship grants which are not contingent upon the performance of needed
services by the recipient.

Explanation of provision
The committee amendment provides that no amount shall be in-

cluded in gross income by reason of the discharge of all or part of
the indebtedness of the individual under certain student loan pro-
grams if the discharge was pursuant to a provision of the loan agree-
ment under which all or part of the indebtedness of the individual
would be discharged if the individual works for a certain period of
time in certain professions in certain geographical areas or for cer-
tain classes of employers. This provision applies to student loans made
to an individual to assist him in attending an educational institution
only if the loan was made by the United States or an instrumentality
or agency thereof or by a State or local government, either directly
or pursuant to an agreement with an educational institution.



The House bill has no comparable provision. The report of the
House committee states that that committee will, with the assistance
of the Internal Revenue Service, study the tax treatment of scholar-
ships and fellowships, including student loans that are forgiven. To
allow further study in this area, the provisions of this section are
effective through December 31,1978.

Effective date
The amendment made by this section shall apply with respect to

loans forgiven prior to January 1,1979.
Revenue effect

It is estimated that this provision will have only a negligible rrve r. ie
losa

20. Simultaneous Liquidation of Parent and Subsidiary Corpo-
rations (sec. 1320 of the bill and sec. 337 of the Code)

Present l o
Under present law, a corporation which adopts a plan of complete

liquidation and, within 12 months thereafter, sells or exchanges some
or all of its assets and liquidates completely generally does not recog-
nize gain or loss from the sale or exchange (sec. 337). The receiving
shareholders will ordinarily be taxable on the sale proceeds (sec. 331).

This corporate nonrecognition rule does not apply, however, if the
corporation making the sale or exchange is an 80 percent or greater
controlled subsidiary of a parent corporation and if the parent takes
a carryover basis in the assets of the subsidiary when it liquidates the
subsidiary (sec. 337(c) (2)).

Reasons for change
Ths purpose of the general rule freeing the corporation from tax

on a sale of its assets followed by a complete liquidation is to eliminate
the need for determining whether a corporation in the process of com-
pletely liquidating, which distributes some of its assets to its own
shareholders who then complete a sale of the assets to a third party,
should be treated for tax purposes as remaining taxable on the sale or
whether the shareholders receiving the assets should be treated as
taxable on the sale. However, if a corporate shareholder of a company
which sells its assets is not taxable when it liquidates the subsidiary
(as occurs under sec. 332), and if the subsidiary were not taxable on a
gain from selling its assets, no tax at all would be paid on the gain
represented by the sale proceeds. Hence, present law taxes a controlled
subsidiary where it sells its assets and then liquidates into its parent
(see. 337(c) (2)).

In some situations, however, where both the parent and the sub-
sidiary plan to liquidate after a sale of property by the subsidiary it
is less important to tax the subsidiary on its gain from a sale of assets.
In fact, a sale of assets by the subsidiary will be subject to tax under
section 337(c) (2) and the shareholders of the parent corporation will
also recognize gain when the parent liquidates. The Internal Revenue
Service has held that this tax result can be avoided under present law
if the parent first liquidates the subsidiary into itself (without recog-



nizing gain or loss by reason of sec. 332) after which the parent adopts
its own plan of liquidation (under sec. 337) and sells the assets for-
merly owned by the subsidiary. Under that sequence, neither the parent
nor its subsidiary would recognize gain or loss and the parent's share-
holders would recognize gain or loss on the liquidation of the parent.1

The committee believes that, consistent with the underlying purpose
of section 337, the sequence of formal steps taken by the parties in this
type of situation should not determine what tax results occur.

Explanation of provision
The committee amendment modifies the rules relating to recognition

of gain or loss on a sale of property by a controlled subsidiary whih
sells property and then liquidates into its parent corporation. There
is no comparable provision in the House bill.

The rule added by the bill permits the general nonrecognition rule,
of section 337 (a) to'apply to'a controlled subsidiary which sells prop-
erty and then liquidates completely, provided that the parent corpora-
tion also liquidates completely in the same transaction. In order to
obtain nonrecognition of gain or loss, all other generally applicable
requirements of section 337 would have to be satisfied (such as the rule
that the sale or exchange of property must occur within'12 months
after the subsidiary adopts a plan of complete liquidation); This
amendment requires, however, that in this situation not ony 'must
the selling subsidiary make a liquidating distribution of all of its
remaining assets (less assets retained to meet claims) within 12 months
after its plan of liquidation is adopted, but, in addition, during the
same 12 month period, the parent corporation must also distribute all
of its assets in its own complete liquidation. (The parent will be re-
garded as having liquidated completely for purposes of this rule even
though it retains assets to meet claims).

Because sec. 337 (a) will be applicable in this situation, gain on a sale
of the subsidiary's assets will not be recognized by the subsidiary if
the subsidiary makes the sale or, under the so-called "Court Holding
Company principle," a sale by the parent is treated for tax purposes
as having been made by the subsidiary.2 A realized loss on a sale by
the subsidiary of property which has declined in value will similarly
not be recognized.

If the selling subsidiary is a member of a group of controlled sub-
sidiaries having a common parent corporation, the amendment re-
quires in effect that all other subsidiaries in the direct line of stock
ownership above the level of the selling subsidiary must also liquidate
completely. These other subsidiaries must distribute their assets (less
assets retained to meet claims in complete liquidation within the 12,
month period beginning on the date of adoption of the selling sub-
sidiary's plan of liquidation.A

'iThe Internal Revenue Service has approved this procedure. See Rev. Rul., 695717A.1969-1 Com,,. Boll. 99.
Sep cos,,,,eoier v. lourt Wold1g Cs,. 324 U.S. 831 (1945) and Unted stas v!

Camberlad Public Service CO., 338 U.s. 451 (1950).
'For euorosos of this rule. the eroup of rorporatlons to which this rule will Jlb

se.t cooatitute a "affillated crup" as defined in section 1504(a) of oresant law AM
affiliated groun will oulify under this provision regardless whether the group elt
(under sec. 1501) to file a conaolidstd tax return. Also for nurses of this rle. the.
excentiona to the definition of "iocludile roreoration" continued in section 1504(b) of
present law are not to arnly. Th-fae. the me-her. of the amilated groun a e to be
determined as if the corporations referred to in section 1504(b) were members of the group.
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The amendment made by the committee will apply both where the
parent of the subsidiary which made a sale or exchange of property
takes a carryover basis in the subsidiary's assets (i.e., a basis deter-
mined under sec. 334(b) (1) and where the parent takes a basis equal
to its cost for the subsidiary's stock (under sec. 334(b) (2)).

Effective date
This provision is effective for sales or exchanges made pursuant, to

a plan of liquidation adopted on or after January 1, 1976.
Revenue effect

It is estimated that this provision will not have any significant
effect on tax revenues.

21. Prohibition of State-Local Taxation of Certain Barges Using
Interstate Waterways (sec. 1321 of the bill)

Present law
Although Congress has the power to regulate interstate commerce,

few Federal limitations upon the power of States to tax transactions
in interstate commerce have been enacted. Public Law 86-2721, how-
ever, placed certain minimum standards upon the power of States to
tax nondomiciliaries selling in the taxing State.

Congress has also done little to limit the power of States to tax
common carriers in interstate commerce. However, Public Law 94-
210,2 the Railroad Revitalization and Regulatory Reform Act of 1976,
does prevent States from taxing railroads at rttes higher than those
placed on other commercial property. Congress has not limited the
power of States to tax vessels using navigable waterways.

Reasons for change
The committee has learned that there is at least one instance of a

tatbeing levied by a political subdivision of a State upon barges using
navigable waters of the United States. The committee is concernedthat a proliferation of such local taxes, or of State taxes upon such
barges, would place unduly heavy record-keeping and financial bur-
dens upon the barge operators, and might well result in discriminatory
taxation that will prove burdensome to interstate commerce.

Explanation of provision
The committee amendment prohibits any State or political subdivi-

sion of a State from taxing any vessel (or barge or other craft) using
the navigable waters of the United States in interstate commerce. For
the purposes of this limitation, it is understood that the term "inter-
state commerce" is to include not only the actual carrying of passengers
or goods for hire, but also is to encompass return trips to the home
port when the vessel may be carrying no passengers or cargo, trips to
a port to bring on passengers or cargo, trips for the purpose of re-
pair, and such other uses of navigable waters which caselaw or statu-
tory law has deemed to be included in the term "interstate commerce."

This provision is not intended to limit the traditional taxing juris-
dictions specifically recognized in the amendment. Therefore, this pro-

' th 1g lst Sees.. 75 Stat. 555 (1959).
94th Cong.. 2d Sees., 90 Stat. 3i (1976).



hibition of local or State taxation is not to apply to any State, Or
political subdivision of a State in which the cra ft is incorporated. The
prohibition does not apply to taxation of anycraftowned by an indi-
vidual, partnership, or corporation which is domiciled in, or is a resi-
dent of, the State imposing the tax, or the State in which the political
subdivision imposing the tax is situated. Finally, the prohibition does
not apply to any tax of a State or political subdivision of a State
which the political subdivision imposing the tax is situated.' Finil!.,
the prohibition does not apply to any tax of a State or political-Wei-
division of a State in which the craft has its home port. ("Home
port" is to have the customary meaning given that term b. ,caselaw,
admiralty, or other rules and regulations.)

The House bill contained no similar provision.
Effective date

This prohibition applies to taxes imposed for any taxable year (of
the individual, partnership, trust, estate, or corporation being taxed)
ending after June 30, 1976.

Revenue effect
This provision will have no effect upon the Federal revenues.

22. Contributions to Capital of Regulated Public Utilities in Aid
of Construction (sec. 1322 of the bill and secs. 118 and 362
of the Code)

P-resent law
Under present law, contributions to the capital of a corporation,

whether or not contributed by a shareholder, are not includible in the
gross income of the corporation (sec. 118). Nonshareholder contribu-
tions of property to the capital of a corporation take a zero basis in the
hands of the corporation. If money is contributed by a nonsharehol4er,
the basis of any property acquired with such money during the 12-.
month period beginning on the day the contribution is received or ..
certain other property is reduced by the amount of such contributIAh
(sec. 362 (c)).

Certain regulated public utilities (water and sewage disposal have
traditionally obtained a substantial portion of their capital needed for
the construction of facilities through contributions in aid of construc-
tion. The concept of contributions in aid of construction origi ates
from a line of early Board of Tax Appeals decisions dealig 5 with
amounts contributed by customers -to public utilities to pay for exten-
sions of service lines necessary to enable them to be serviced by the
public utility. The decisions treated such amounts as not giving rise to
taxable income to the public utilities.

In a 1958 ruling, the Internal Revenue Service announced that'it,
would continue to follow the early case law with.respet to contfbu-,
tions in aid of construction, but only with respect to regulated uqtii
The ruling also indicated that any.change of position would be ijn
nonretroactive effect (Rev. Rul. 58-535, 1958-2 C.B. 25). In iO7Aae
Service issued Revenue Ruling 75-557 which revoked the 1058 rii g,
withdrew the IRS's acquiescence in the early line of cases, and" eld
that amounts paid by the purchaser of a home in a new subdiviioi



as a connection fee to obtain water service are includible in the utility's
income. The current ruling is made prospective for transactions en-
tered into on or after February 1, 1976.

Reasons for change
The effect of the recent IRS ruling is to increase substantially the

taxes of those utilities which had previously treated all contributions
in aid of construction as nontaxable contributions to capital. These in-
creased taxes will ultimately result in higher'charges to utility cus-
tomers. Since such increased charges must be approved by public
utility commissions, the working capital of the utilities may be sub-
stantially reduced resulting in delays in furnishing service and
curtailment of expansion of service. Further, the immediate inclusion
of such contributions in income causes a mismatching of income and
related expense since the utility must increase income in the year in
which the contributions are received, even though most of the ex-
penses attributable to those facilities will not arise until subsequent
years.

The committee believes that treatment of contributions in aid of
construction by water and sewage disposal utilities should be con-
tinued by providing that contributions in aid of construction received
by such utilities from an existing or potential customer, a builder or
developer, a governmental body, or any other person will constitute
a contribution to capital.

Explanation of pro-iiion
This provision amends the current rules concerning nonshareholder

contributions to capital by specifying that amounts received as con-
tributions in aid of construction by a water or sewage disposal utility
(described in section 7701 (a) (33) (A) (i)) which are used for quali-
fied expenditures and which are not included in the rate base for rate
making purposes by the regulatory body having rate-making juris-
diction will be treated as nontaxable contributions to the capital of
the utility.

For thi s purpose, the Secretary is to prescribe rules defining what
items and amounts constitute a contribution in aid of construction.
The following are examples of facilities which the committee con-
siders to be contributions in aid of construction.

(1) A builder or developer constructs water lines and/or support
facilities such as water filtration plants, water towers, etc., and turns
such facilities over to a regulated water or sewage disposal utility.

(2) A builder or developer furnishes the necessary funds to a regu-
lated water or sewage disposal utility which uses those funds to build
certain water or sewage disposal facilities.

(3) A builder or developer pays for the water or sewage disposal
facility (commonly referred to as an "advance"). In return for the
qualifying utility agreeing to pay the developer a percentage of the
receipts from the facilities over a fixed period. Where the total pay-
ments made to the developer are less than the cost of the facilities
which are transferred to the utility, any difference is to be treated as a
contribution in aid of construction.

(4) A customer pays a fee to reimburse the utility for lines, valves,
pipes, or meters, or a customer constructs his own lines which are
turned over to the water or sewage disposal utility.
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(5) Governmental units furnish regulated water or sewage disposal
utilities with relocation fee payments where the local jurisdiction re-
quires that certain construction be, done by the utility in order to
achieve a desired purpose of the government unit, e.g., tearing up an
old road to be replaced by a new one may require replacement of cer-
tain underground pipes and lines, providing additional sewage dis-
posal facilities as a result of drainage projects, etc.

A qualified expenditure is an amount which is expended for the
acquisition or construction of tangible capital assets1 where the ac-
quisition or construction of the facility was the purpose motivating
the contribution (i.e., the purpose for which such amounts were col-
lected). Such capital assets must be used predominantly (ie., 809
or more) in trade or business of furnishing water or sewerage serv-
ices to the utility's customers. Such expenditure must occur by the
end of the third taxable year after the year in which -the money
was received For this purpose, the committee intends that amounts
received by the utility which are subject to being returned to the
payer, if the cost of the facility is less than projected, are not
subject to these rules so long as the repayment occurs within the
2-year period during which qualified expenditures can be made Any
amounts not so expended must be included in income for the taxable
year in which. such amounts were received. In addition, accurate
records must be kept of the amounts contributed on the basis of
the project for which the contribution was made and by year of
contribution.

No depreciation may be claimed and no investment credit may be
taken with respect to any property acquired as a result of a qualigle4
expenditure.3 If a taxpayer wishes to change its present practice 0
treating contributions in aid of construction to a practice which w
consistent with this provision, such change constitutes a change in
method of accounting.

In providing these special rules for water and sewage disposal
companies, the committee intends that no inference should be drawn
as to the proper treatment of such items by companies which are not
water or sewage disposal utilities.

Effective date
This provision is to be effective for contributions made on or after

February 1,1976.
Revemue effect

This provision will reduce budget receipts by $13 million in fiscal
year 1977, $11 million in fiscal year 1978, and $11 million in fiscal year
1981.

0
lFor. this purpose, a capital asset includes all expenditures which must be capitalized

for such facilities under the normal rules of tax accounting (se. 268)..
I The expenditure also can occur anytime before the contribution in aid of construe-

tios is received. For example, if the. utility Installed a water main for a customer
in 1977, amounts received as contributions in aid of construction in years after 197
from the customer are not taxable to the extent that the utility had made previous
qualifying expenditures or makes oualifync expenditures within the s-year ,period.5

However, in the case of an "advance" (described in item number S. above) the
payments made by the utility to the developer would be considered as a eapital *-
penditore in the year of payment. In such a cane, the payment should be allocated
portionatielv to the basis of each of the various assets acquired with the original =
tribution. Where such assets are depreciable, the allocated payments wouid be depeelaie
over the remaining useful life of that asset.
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23. Prohibition of Discriminatory State Taxes on Generation of
Electricity (sec. 1323 of the amendment)
Present lo

Federal statutes provide few limitations on the power of States to
tax nondoniciliaries or to impose special taxes on goods or services
produced in the taxing State for nondomiciliary use outside the tax-
mgtate.

However, Public Law 86-2721 does establish certain minimum
standards upon the power of a State to tax nondomiciliaries selling in
the taxing State in interstate commerce. That Act did not affect the
powers of States to tax goods or services produced within its boun-
daries for consumPtion outside its boundaries. Title II of the Act,
however, also provided for further "studies of all matters pertaining
to the taxation of interstate commerce. .. .

Reasons for change
The committee has learned that one State places a discriminatory

tax upon the production of electricity within its boundaries for con-
sumption outside its boundaries. While the rate of the tax itself is
identical for electricity that is ultimately consumed outside the State
and electricity which is consumed inside the State, discrimination re-
sults because the State allows the amount of the tax to be credited
against its gross receipts tax if the electricity is consumed within its
boundaries. This credit normally benefits only domiciliaries of the
taxing State since no credit is allowed for electricity produced within
the State and consumed outside the State.2 As a result, the cost of the
electricity to nondomiciliaries is normally increased by the cost the
producer of the electricity must bear in paying the tax. However, the
cost to domiciliaries of the taxing State does not include the amount of
the tax.

The committee believes that this is an example of discriminatory
State taxation which is properly within the ability of Congress to
prohibit through its power to regulate interstate commerce.

E-plrnation of provision
The committee amendment prohibits any State, or political sub-

division of a State, from imposing a tax on or with respect to the gen-
eration of electricity for transmission in interstate commerce if the tax
is discriminatory against out-of-state manufacturers, producers,
wholesalers, retailers, or consumers of that electricity. A tax is consid-
ered discriminatory if it directly or indirectly results in the payment
of a higher gross or net tax on electricity generated and transmitted in
interstate commerce than on electricity which is generated and trans-
mitted in intrastate commerce.

This provision is not intended to prohibit, restrain, or burden any
other State which currently imposes a nondiscriminatory tax on the
generation of electricity.

This provision replaces the current Title I of Public Law 86-272,
which is the title calling for further congressional studies. A number

86th Cong.. lot Sees.. 78 Star. 555 (iSS9).
'Rewever. a credit for the amount of a tax on the production of electricity imposed hy

a second State is allowed against the int State's gross receipts tax if the electricity is
consumed in the irst State.
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of studies of the problem of multistate taxation of interstate commerce
have already been made by congressional committees, and the present
Title II is not needed to authorize any additional studies that may be
needed.

The House bill contains no similar provision.
Effective date

The prohibition of discriminatory taxes made by this amendment
applies with respect to taxable years beginning after June 30, 1974.

Revenue effect
This provision will have no impact upon Federal revenues.

24. Deduction for Cost of Removing Architectural and Transpor-
tation Barriers for Handicapped and Elderly Persons (see.
1324 of the bill and new see. 190 and sec. 263 of the Code)

Present law
Under present law, there are no special provisions for the tax treat-

ment of expenditures to remove architectural and transportational
barriers to the handicapped and elderly. Generally costs incurred for
the improvement of property used in a trade or business must be capi-
talized. Such improvements may be depreciated over their useful life,,
if the period is determinable.

Reasons for change
In spite of previous Federal legislation to contend with the problem

of architectural and transportational barriers to the handicapped and
elderly, such barriers remain widespread in business and industry The
committee believes that creating a tax incentive for a limited period
could promote more rapid modification of business facilities and
vehicles. In addition, the removal of barriers to the handicapped and
elderly would increase their involvement in economic, social and cul-
tural activities.

Explanation of provision
The committee amendment provides electing taxpayers with a tax

incentive for the removal of architectural and transportation] barriers
to the handicapped and elderly. There is no similar provision in the
House bill.

Under this amendment, an electing taxpayer may treat certain Ax-
penses for the removal of architectural and transportational barriers
as deductible expenses in the year paid or incurred instead of capital-
izing them. Deductible expenses are those paid or incurred in order to
make more accessible to and useable by the handicapped and elderly
any facility or public transportational vehicle owned or leased by the
taxpayer for use in his trade or business. The maximum deduction for
a taxpayer for any taxable year is $25,000.

In order to qualify for the deduction, the expenses must be for bar-
rier removal in business facilities which meet standards set by the
Administrator of the General Services Administration, the Secretary
of Defense, and the Secretary of Housing and Urban Development
under previous legislation.1 Deductible expenses for barrier removal

-'An Act to Insure that certain buildings financed with Federal funds are so designed and
constructed as to be accessible to the physically handicapped," approved August 12, 1968
(82 Stat. 718; 42 U.S.C. 4151).



in public transportation vehicles must meet standards set by the Sec-
retary of the Treasury in consultation with the Architectural and
Transportational Barriers Compliance Board. The definition of an
elderly person under this provision is age 65 or over, the normal
retirement age.

The deduction is limited to a 3-year period in order that the Congress
may review its cost effectiveness.

Effective date
The amendment applies to taxable years beginning after Decem-

ber 31,1976, and ending before January 1,1980.
Revenue effect

The amendment will result in a revenue loss of $11 million in fiscal
1977 and $10 million in fiscal 1978.

25. Publication of Statistics of Income (see. 1325 of the bill and
sec. 6108 of the Code)

Present law
The Secretary of the Treasury is directed under (sec. 6108 of the

Code) to publish annually statistics compiled from tax returns, in-
cluding classifications of taxpayers and of income, the amounts
allow% as deductions, exemptions and credits and any other facts
deemed pertinent and valuable.

Reaon. for ch4nge
The statistics published by the Internal Revenue Service are an

extremely valuable source of information for the analysis of tax
policy. Generally, the Service has done an excellent job in comput-
ing and publishing their statistics.

In one respect, however, these statistics are misleading. They use
"adjusted gross income" as the definition of an individual's income.
This is a concept that is useful for purposes of computing the appro-
priate amount of income tax but is not a very good analytical measure
of total income for purposes of determining a person's ability to pay
income tax. This has led to considerable confusion about the extent
to which high-income people are able to avoid paying income tax.

Adjusted gross income equals all gross income that is not specifi-
cally excluded from gross income minus (1) trade or-business deduc-
tions (other than most such deductions by employees), (2) certain
trade or business deductions of employees, (3) the deduction for
one-half of long-term capital gains, (4) deductions for losses from
the sale or exchange of property, (5) deductions attributable to rents
and royalties, (6) the moving expense deduction, (7) deductions for
contributions to individual retirement accounts, (8) deductions for
contributions to H.R. 10 plans, and (9) certain other deductions.

Taxable income equals adjusted gross income minus itemized deduc-
tions (or, if the taxpayer so elects, the standard deduction) and the
deduction for personal exemptions.

In recent years, the Internal Revenue Service has published statis-
tics on the number of people with high adjusted gross incomes who
pay no individual income tax. In 1974, for example, there were 244
people with adjusted gross income above $200,000 who paid no Fed-



eral income tax. There were 5 tax returns with adjusted gross income
over $1 million and no tax liability.

The committee believes that it is important to publish statistics
on the extent of tax avoidance by high-income people, but that the
statistics currently being published are deficient in severgi respects.

First, while most itemized deductions are for personal expenses
and should not, therefore, be deducted in measuring total income, some
of them are business or investment expenses that should be deducted
in properly measuring total income. The use of adjusted gross incoMe
as a measure of total income means that no itemized deduetiois ai
allowed. One example of such a deduction that should be asbdved i '
investment interest and expense, at least to the extent it offsets invest-
ment income. Another example is the deduction for employee business
e enses.

XSecond, some of the types of income that are specifically excluded
from gross income should be included in a proper measurement of
total income for purposes of estimating ability to pay taxes. These
include, for example, interest on State and local government bonds
and the first $100 of dividend income, both of which are tax exempt.

Third, some of the deductions allowed in arriving at ,adjusted gross
income should not be deducted in defining a proper measure of total
income. These include such items as the capital gains deduction and the
deductions for contributions to individual retirement accounts and
H.R. 10 plans.

The committee believes that the Internal Revenue Service should
use the available data to obtain a more accurate estimate of how many
high-income individuals are able to avoid paying income tax, what is
the effective tax rate on the high-income group, and precisely what
deductions are used by high-income people in avoiding tax. The com-
mittee amendment, therefore, instructs the Secretary of the Trasury
to publish statistics on tax liability of high-income individuals, sing
a definition of income that more closely corresponds to a proper, ana-
lytical measure of total income than does adjusted gross income.

Expination of provision
The committee amendment instructs the Secretary of the Treasury

to publish statistics on the tax liability of people with high total in-
comes. These statistics should include the number and average income
of high-income people with no income tax liability (&ftet credits) i
the specific deductions, exclusions and credits used by these people to
avoid tax; the number of high-income individuals; and the total in-
come and tax liability of the high-income group.

For this purpose, income should be defined in a way that more
closely approximates a proper analytical measure of total income than
does adjusted gross income. This new concept of income should be
derived from information that is now required to be listed on the tax
return; the committee does not intend to complicate further the income
tax return by adding new lines that are unnecessary for tax collection
and are only designed to serve a statistical purpose. Being derived only
from items already appearing on the tax return, this new measure'of
income will not itself be a comprehensive measure; but it will. be,
better than adjusted gross income.



The new measure of income should include at least the following
two adjustments: First, adjusted gross income should be reduced by
investment interest and expense to the extent that it does not exceed
investment income. Second, the items of tax preference under the
minimum tax that are exclusions from gross income or deductions in
arriving at adjusted gross income should be added back to adjusted
gross income. In addition, the Secretary may make other adjustments
that he feels are appropriate in defining a more useful analytical meas-
ure of income, as long as these can be calculated from information
appearing on the tax return.

26. Report on Tax Increase Resulting From Inflation (see. 1326
of the bill)

Present law
Present law contains no provision dealing with any reports with

respect to tax increases resulting from inflation.
Reasons for change

When tax rates are expressed in terms of fixed dollar amounts, infla-
tion changes the rate at which a given real tax base is taxed. For
example, because the personal exemption, the minimum and maximum
standard deductions, the rate brackets, and other items are fixed dollar
amounts, inflation causes an increase in the rate at which a given
amount of real income is taxed. When a person's income increases at
the same rate that prices are rising, he experiences no change in his
real before-tax income; but his income taxes will rise at a faster rate
than inflation, so that his real after-tax income will decline. There are
similar increases in other taxes where rates are set in fixed dollar
amounts, like the estate and gift taxes and the corporate income tax.
In other cases, like the 4-cent-per-gallon gasoline tax and the alcohol
and cigarette taxes, the real tax burden declines with inflation because
the tax is per unit and not tied to the price. There is no change in the
real burden of the social security taxVecause it is automatically ad-
justed for increases in wages.

The committee believes that the American people should be aware
of how much their real tax burden increases each year simply as a re-
sult of inflation. It has, therefore, agreed to an amendment that re-
quires the President to report each year on the tax increase caused by
inflation.

Explanation of provision
The amendment directs the President, in his annual economic re-

port to estimate the change in the real tax burden resulting from the
effect of inflation in eroding the real value of fixed dollar amounts
used in determining tax rates. The President is to estimate this tax
change separately for the major sources of Federal revenue. This
estimate is to be made for the previous calendar year, and the President
is to make a projection of the inflation-induced tax change for the
current calendar year.

Inflation causes two changes in the real tax burden. First, because
tax rates are expressed in fixed dollar amounts, inflation changes the
rate at which a given real tax base is taxed. This is the situation
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referred to above, the magnitude of which should be estimated by the
President. Second, inflation distorts the appropriate measure of in-
come from capital because the present income tax does not take account
of the effect of inflation in eroding the real value of a given amount
of wealth. Estimating the magnitude of this second inflation-induced
tax increase is much more difficult, and presents more analytical prob-
lems; therefore, the committee does not want to burden the President
with the requirement that this second effect be quantified. However, if
the President feels capable of making an estimate of the increased
real taxation of capital income caused by inflation, the committee feels
that he should be encouraged to publish such an estimate as well.



N. CAPITAL GAINS AND LOSSES

1. Holding period and capital loss offset

The House bill increased the holding period defining long-term
capital gains and losses from six months to one year, and it increased
the amount of ordinary income against which capital losses can be
deducted from $1,000 to $4,000. In each case, the change would have
been phased in over a three-year period.

The committee decided to delete these provisions. It believes that
the entire question of the taxation of capital gains and losses requires
reexamination and that these specific changes should be considered in
the egntext of this general review.

2. Capital Loss Carryover for Regulated Investment Companies
(sec. 1401 of the bll and sec. 1212 of the Code)

Present law
Generally, corporations may deduct their capital losses against their

capital gains and may carry back any excess capital losses 3 years and
carry over any additional capital losses for up to 5 years. In this 3-year
arry ack and 5-year carryforward period, corporations may offset

their net capital losses only against their capital gains in these years.
Regulated investment companies (mutual funds), however, may

only carry over their net capital losses for 5 years and -are allowed to
carryback.

Reasons for change
Regulated investment companies are a way for relatively small in-

vestors to invest in common stock and other securities. Generally,
when a regulated investment company distributes a substantial frac-
tion of its income to shareholders, it is exempt from the corporate in-
come tax. The general intent of Congress has been that the income from
these investments should be treated as if the individual shareholders
were investing directly in the securities that they own through the
mutual fund.

In some respects, however, the law treats an individual who in-
vests through a mutual fund more harshly than one who invests di-
rectly. Regulated investment companies can carry their capital losses
forward for only five years, so unless they have capital gains in this
period, the individual shareholders can lose the benefit of deducting
these capital losses against capital gains received by the mutual fund.
(When they -sell their shares in the mutual fund, however, they may
deduct any capital loss against other capital gains and a limited
amount of ordinary income.) Individuals who invest in securities
directly, however, are permitted an unlimited capital loss carryover
and also may deduct capital losses against up to $1,000 of ordinary
mne each year.
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Mutual funds are also treated more harshly than other corporations
which, in addition to the 5-year carryover for net capital losses, also
have a 3-year carryback for such losses. Since mutual funds distribute
most of their capital gains currently, they could derive little benefit
from the 3-year capital loss carryback even if it were extended to them.
Thus, while corporations generally can net their capital gains and
losses over a 9-year period, regulated investment companies are limited
to a 6-year period. In view of this and since regulated investment com-
paies are essentially conduits for their individual shareholders, the
committee believes it is appropriate to extend the 5-year carryforward
period for capital losses -by 3 additional years.

Explanation of provision
The committee amendment extends the carryover period for regu-

lated investment companies from five years to eight years.
Effective date

The eight-year carryover is to apply to loss years ending on or after
January 1, 1970.

Revenue effect
It is estimated that this provision will result in a decrease in budget

receipts of $12 million for fiscal year 1977, $21 million for fiscal year
1978, and $51 million for fiscal year 1981.



0. PENSION AND INSURANCE TAX PROVISIONS

1. Individual Retirement Account (IRA) for Spouse (see. 1501
of the Bill and new see. 221 of the Code)

Present law
Under present law, an eligible individual may deduct up to $1,500

a year or, if less, 15 percent of the compensation includible in gross
income, for contributions to his own individual retirement account
(IRA). The deduction is available to an eligible employee without
regard to marital status. Therefore, if both spouses earn compensation,
each may contribute up to 15 percent of their respective earnings to
a separate IRA subject to the limitation of $1,500 per taxpayer. The
same rule applies to couples who live in a community property state,
because the community property laws of a state or other jurisdiction
are not taken into account with respect to the retirement savings
deduction.

Reasons for change
The law presently does not permit an employee to make deductible

contributions to an IRA for the benefit of a spouse not working outside
the home. Consequently a spouse not employed outside the home does
not have equal access to a taxfree retirement program under present
law. The committee believes that this is unfair to a spouse wi receives
no compensation but performs valuable household work.

In order to extend the benefits of an IRA to homemakers, the com-
mittee has added a provision which will permit an employee to set
aside retirement savings for the benefit of his spouse not working
outside the home.

Explanation of provision
Joint tenancy.-Under the committee amendment, an eligible in-

dividual is generally allowed a maximum retirement savings deduction
of up to $2,000 a year or 15 percent of his compensation includible in
gross income, whichever is less, for his contributions to an IRA
established for the benefit of himself and his spouse with no earnings.
The IRA must be established in a form having the effect of a joint
tenancy, with right of survivorship. If the employee makes a contribu-
tion to a joint IRA during a year he is not permitted to make contribu-
tions to separate IRAs for that year. Of course, an individual in a
community property jurisdiction could establish an account in joint
names out of community funds.

Separate accounts.-Alternatively, under the committee amend-
ment, an eligible individual is allowed a maximum retirement savings
deduction of the least of (a) $2,000, (b) 15 percent of the compensa-
tion includible in gross income, or (c) twice the lesser amount con-
tributed on behalf of either'spouse for contributions to two separate
IRA's (one in the name of the taxpayer and the second in the name of
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the spouse with no earnings). For example, an individual with com-
pensation of $20,000 who makes a contribution of $700 to the spouse's
account and $600 to the taxpayer's account would be allowed a deduc-
tion of only $1,200. The excess contribution ($100) in the account to
which $700 was contributed will be subject to a 6-percent excise tax
payable by the spouse entitled to the deduction.

Other rules.-The expanded IRA rules will be available for a tax-
able year during which only one spouse is employed and the other
spouse has no earnings and is not an active participant in tax-favored
retirement plans or a government plan. For example, if a husband
works all year, and his wife receives no compensation and is not an
active participant in a plan at any time during the year, the expanded
IRA rules will apply. If the spouses have different taxable years, the
usual $1,500 IRA limit will apply (rather than the $2,000 limit), for
example, to a contribution by the husband if his wife receives compen-
sation during her taxable year ending with or within the taxable year
of her husband. If both husband and wife receive compensation at any
time during the taxable year, each can deduct contributions to an IRA
under current law, if each is otherwise entitled to deduct such contri-
butions. In addition no distribution could be made from a joint IRA
during the joint lives of the husband and wife without the consent of
both spouses.

Generally, rollovers would be permitted under the committee amend-
ment in the same manner as under present IRA rules. For example, a
rollover from a joint IRA to an IRA for the benefit of a spouse will
preclude either spouse from making another IRA-to-IRA rollover
within a three-year period. A rollover from a joint IRA would not be
permitted to either spouse if either had made an IRA-to-IRA rollover
within the preceding three years.

If a spouse rolls over distributions from one or more qualified plans
to a joint IRA, the committee amendment does not allow a rollover
from that IRA to another qualified plan unless (1) the other plan
credits to that spouse the amount rolled over, and (2) the only con-
tributions to the joint IRA consisted of the rollovers from qualified
plans on behalf of that spouse.

Under the committee amendment, it is intended that the excess
accumulation excise tax now applicable to IRA's will be paid by the
elder spouse in the case of a joint IRA.

The House bill does not contain a comparable provision.
Effective date

The committee amendment applies to taxable years beginning after
December 31, 1976.

Revenue effect
This provision will reduce budget receipts by $3 million in fiscal

year 1977, $21 million in fiscal year 1978, and $25 million in fiscal year
1981.
2. Limitation on Contributions to Certain H.R. 10 Plans (see.

1502 of the bill and sec. 415 of the Code)
Present law

Under present law, a self-employed individual may set aside up to
$750 a year of earned income as a deductible contribution to a tax-



qualified "H.R. 10" plan, even though this amount exceeds 15 percent
of his earned income (the regular deduction limit for H.R. 10 plans)
because, under present law, a special limitation is provided which
permits the deduction unless the contribution exceeds 100 percent of
his earned income for the taxable year (see. 404 (e) (4)).

However, a separate code provision (see. 415) limits the amount
which may be set aside for the benefit of any participant under
all tax-qualified defined contribution plans, including H.R. 10 plans,
to no more thsn 25 percent of earned income. As a result, a self-
employed individual earning less than $3,000 a year has been unable
to take full advantage of the 100-percent limitation.

Reasons for change
The 100-percent limitation was enacted in order to enable certain

organizations of the self-employed (such as the Jockeys' Guild) to set
up retirement plans for their members without having to confront
complex recordkeeping and administrative problems, and in order to
allow any moderate or lower income self-employed individual who
wishes to do so to save for his retirement. The 25-percent ceiling on
allocations under defined contribution plans, however, has generally
made the 100-percent limitation unavailable to its intended bene-
ficiaries.

Explanation of provision
Under the committee amendment, the allowable annual addition to

a self-employed individual's account under a defined contribution plan
is not less than the minimum amount deductible under the $750 and
100-percent-of-earned-income rules, provided that the taxpayer's ad-.usted gross income for the taxable year does not exceed $15,000. The
;15,000 limit insures that the provision is limited to its intended bene-
ficiaries--low- and moderate-income taxpayers.

The House bill does not include a comparable provision.
Effective date

The committee amendment applies to taxable years beginning after
December 31,1975.

Revenue effect
It is estimated that the provision will result in a negligible decrease

in tax liability.
3. Deduction for Retirement Savings of Government Employees

(sec. 1503 of the bill and see. 220 of the Code)
Present law

Under present law, employer contributions to a qualified pension,
profit-sharing, stock bonus, or annuity plan on behalf of an employee
are generally not includible in the employee's income until distributed
or made available to the employee (sees. 402 and 403 (a)). No deduc-
tion is allowed for employee contributions to such a plan. Additionally,
amounts contributed by certain employers ' for the purchase of a tax
sheltered annuity on behalf of an employee are excludable from the
employee's income, within limitations (sec. 403(b)).

1 Charitable, and so forth. organizations described In section 501(c)(3) and certain
educational Institutions.
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Further, under the Code, as amended by the Employee Retirement
Income Security Act of 1974 (ERISA), contributions made by or on
behalf of an individual to an individual retirement account (referred
to as an "IRA") are deductible within limitations. The deduction al-
lowed for a contribution made during a year is not to exceed the lesser
of $1,500 or 15 percent of the individual's compensation included in
gross income for the year (sec. 219).

No deduction is allowed to an individual for a contribution to an
IRA during a year if, for any part of the year, he was an active par-
ticipant in a qualified pension, etc., plan or in a governmental plan
(whether or not qualified), or if, for any part of the year, amounts were
contributed by his employer for a tax sheltered annuity.

If contributions are made in excess of the amount allowable as a
deduction, an excise tax is imposed on the excess for each year it
remains in the IRA (see. 4973).

IRA's are supposed to be used for retirement purposes. Conse-
quently, if a distribution is mide from an individual's IRA before
he attains age 591/2, an additional 10-percent income tax is imposed
on the IRA distribution, except in thie case of death or disability (sec.
408(f) ). Further, an excise tax is imposed where distributions do not
commence by the close of the taxable year during which the individual
attains age 701/2. (The tax for a year is 50 percent of the excess of
the amount required to be distributed from the IRA over the amount
actually distributed in that year.)

Reasons for change
The House bill would (1) allow an active participant in a qualified

plan or tax-sheltered annuity to make deductible contributions to an
IRA, and (2) allow a participant active in a plan on the day ERISA
was enacted to deduct employee contributions to that plan. Under these
provisions of the House bill, the IRA limits on deductions would con-
tinue to apply, but they would be reduced by the amount of employer
contributions allocable to the employee. These provisions of the House
bill would not apply to an individual who participates in a govern-
mental plan. The committee deleted this House bill provision.

If, however, the provisions of the House bill are eventually adopted,
the committee believes that they should apply to government employ-
ees. Therefore, the committee has adopted provisions under which a
participant in a government plan would be permitted to make deducti-
ble contributions to an IRA (but only if a provision like that in the
House bill becomes effective). In the event the government employee-
type IRA becomes effective, the IRA limits on deductions would con-
tinue to apply, but they would be reduced by the amount of employer
contributions under the regular pension plan allocable to the employee.

Explanation of provision
Deduction allowed.-Under the committee amendment, an employee

who is an active participant in a governmental plan (whether or not
uslified) is to be allowed a deduction for contributions to an IRA.

The provision will not aplv, however, if the employee is also an ac-
tive participant in a qualified nongovernmental plan ora tax sheltered
annuity.



.,The deduction allowed is to be subject to the same limitations
applicable to IRA contributions, except that the limitation is to be
reduced by "qualifying employer contributions" under the govern-
mental plan.

Under the committee amendment a participant in a governmental
plan could make deductible contributions to an IRA for his spouse
who is not employed outside the home if all requirements of the IRA
rules are satisfied. (See Individual Retirment Account (IRA) for
Spos.)

In addition, the committee's amendment would extend the time for
making deductible contributions to IRA's. Under the amendment, the
time for making such a contribution is extended until the forty-fifth
day after the close of the individual's taxable year. It is contemplated
that this provision will be administered in a manner corresponding
to a similar provision relatng to qualified plans (sec. 404(a) (6)).

Quaifyinng employer omatributons.-Qualifying employer contri-
butions are determined under both qualified and nonqualified plans. In
the case of a defined contribution plan, if the employer contributions
are discretionary, qualifying employer contributions are to be deter-
mined under Treasury regulations.

Under a defined contribution plan without discretionary employer
contributions, the amount of the qualifying employer contributions
is the sum of the employer contributions and forfeitures required to
be allocated for the benefit of the individual under the plan for the
year ending with or within the individual's taxable year.

In the case of a defined benefit plan, the qualifying employer con-
tribution is an amount equal to the cost of the benefit provided for
the employee, allocable to the year ending with or within the
employee's taxable year.

This cost would be determined for all employees covered by a par-
ticular defined benefit plan under the individual level premium meth-
od. Generally, under this method, the cost for a year would be the level
amount which, if contributed for each year of the employee's par-
ticipation, would, with earnings, fund the amount of the employee's
benefit under the plan.

Under the committee amendment, a participant in a governmental
plan is not allowed a deduction for IRA contributions unless the
method used by the plan to compute the qualifying employer contribu-
tions is acceptable to the Internal Revenue Service. It is anticipated
that the Treasury Department will, by regulations, specify the partic-
ular actuarial assumptions which are to be used for this purpose.

It is expected that these regulations will also provide that, if a plan
provides optional forms of benefits, the qualifying employer contribu-
tions are to be computed on the basis of the form having the greatest
actuarial value. Under the committee amendment, ancillary benefits
not taken into account under section 415(b) (1) (B) (other than joint
and survivor annuities) will not be taken into account in computing
qualifying employer contributions. In any case, the amount actually
contributed to a plan would not be taken into account in computing
qualifying employer contributions under a defined benefit plan.

The plan administrator of, or the employer maintaining, a govern-
mental plan is to furnish a report to any active participant who re-
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quests it, showing the amount of qualifying contributions for that par-
ticipant for the year. The request and reports are to be made at the
time and in the manner required by Treasury regulations.

Effective dates
The committee amendment generally applies for taxable years

beginning after December 31, 1976, but only if participants in non-
government qualified plans are allowed a deduction for IRA
contributions.

4. Retirement Deductions for Members of Armed Forces Reserves
and National Guard (sec. 1504 of the bill and sec. 219 of
the Code)

Present law
Under present law, an individual who is covered by a governmental

plan is not allowed to make tax-deductible contributions to an individ-
ual retirement account (IRA).

Reasons for change
The rule prohibiting contributions to IRAs by a participant in a

governmental plan denies IRA deductions to members of the National
Guard and Armed Forces Reserves because they are covered by the
U.S. military retirement plan. Generally, under this plan, members of
the Reserves or Guard who serve for less than 20 years are not entitled
to benefits. Consequently, many members of the Reserves or Guard
are denied individual retirement account deductions even though they
will not obtain benefits under the Government's plan.

Explanation of provisions
The committee amendment allows individual retirement account

deductions for a year by a member of the Armed Forces Reserves or
National Guard (who is otherwise eligible for the deduction) if his
service for the year, excluding active duty for training, is less than
90 days. The House bill did not include a comparable provision.

Effective date
The amendment would apply for taxable years beginning after

December 31, 1975.
Revenue effect

It is estimated that this provision will reduce budget receipts by
$5 million per year.
5. Tax-Exempt Annuity Contracts in Closed.End Mutual Funds

(sec. 1505 of the bill and sec. 403(b)(7) of the Code)
Present last

Under present law, amounts contributed by certain tax-exempt em-
ployers for the purchase of an annuity contract (a tax-shetered
annuity) for an employee are (within limits) excluded from the gross
income of the employee (sec. 403(b)). The tax-exempt employers to
which this provision relates for the most part are religious, charitable
and educational organizations and educational institutions operated
by a State or local government.
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Under a provision added to the Code by the Employee Retirement
Income Security Act of 1974 (ERISA), amounts contributed by an
employer for the purchase of stock of a regulated investment com-
pany which issues redeemable shares (an open-end mutual fund) in
order to provide a retirement benefit for an employee are treated as
amounts paid for the purchase of a tax sheltered annuity (see. 403
(b) (7). However, amounts contributed by an employer for the pur-
chase of stock in a regulated investment company which does not issue
redeemable shares (a closed-end investment company) do not qualify
for treatment as amounts paid for the purchase of a tax sheltered
annuity.

Reasons for change
Closed-end investment companies are regulated investment com-

panie subject to the same regulation by the Securities and Exchange
Commission and the Internal Revenue Service as are open-end funds,
and they similarly offer professional asset management of a diversified
investment portfolio. In addition, a closed-end investment company
can offer a retirement benefit by providing a stock disposition arrange-
ment under which stock is sold by the company on behalf of the share-
holder on a monthly basis without commissions and the proceeds are
remitted to the shareholder at a nominal charge. Such an arrangement
is similar to the stock redemption arrangements offered by certain
open-end mutual funds. Cbnsequently, the exclusion of closed-end in-
vestment companies which provide retirement benefits under these
rules does not appear to be appropriate.

Explanation of provision
The amendment would permit an investment in stock of a closed-

end investment company to qualify for treatment as a tax-sheltered
annuity by deleting the provision in present law that limits qualifying
investments in regulated investment companies to investments in those
wh only issue redeemable stock.

Effective date
This amendment would apply to taxable years beginning after

December 31,1975.
Revenue effect

It is estimated that the revenue effect of this provision will be
negligible.

6. Pension Fund Investments in Segregated Asset Accounts of
Life Ipsurance Companies (sec. 1506 of the bill and sees.
401 and 801 of the Code)

Present law
Under present law, a life insurance company may base its reserve

for certain annuity contracts (e.g., variable annuity contracts) on a
segregated asset account. Accordingly the amounts paid in or paid out
under the contract vary with the performance of the assets held under
the account. Under the Code, the income, expenses, gains, and losses
with respect to assets held under a segregated asset account under a
contract for a qualified pension plan are generally not considered
income, etc. of the life insurance company.



452

Reasons for change
Under present law, a segregated asset account may not be used by

a life insurance company except as the basis for a contract which
provides for the payment of annuities. The Internal Revenue Service
has taken the position that a segregated asset account can be used as
the basis for a reserve for a contract by a particular life insurance
company only if that life insurance company provides annuities under
the contract. Therefore, an employer who wishes to have its qualified
pension fund invested in a segregated asset account held by a par-
ticular life insurance company but wishes to purchase annuities rm
another life insurance company (or to provide annuity benefits direct-
ly from an employee trust) is unable to do so without incurring the
cost of compensating the holder of the account for annuity purchase
rate guarantees that will not be utilized. This cost is unnecessary and
would not be incurred in these circumstances if the holder of the
account were not required by the tax law to provide annuity contracts
with respect to the account.

Explanation of provision
The committee amendment clarifies present law by providing that

a segregated asset account can be used as an investment medium for
assets of a qualified pension, profit-sharing, or annuity plan even
though the account is held as a reserve under a contract which does not
require the holder of the account to provide for the payment of annui-
ties. The committee amendment also permits assets of a qualified plan
to be held in a segregated asset account instead of a trust. The amend-
ment does not in any way modify the requirements of title I of the
Employee Retirement Income Security Act which requires certain
pension plan assets to be held in a trus.

The House bill contains no comparable provision.
Effective date

The committee amendment applies for taxable years beginning after
December 31, 1975.

Revenue effect
The revenue effect of this provision is expected to be negligible.

7. Extension of Study of Salary Reduction and Cash or Deferred
Profit-Sharing Plans (sec. 1507 of the bill)

Present law
Under present law, in general, an employee's contributions to a tax

qualified retirement plan maintained by his employer are not tax de-
ductible. In the case of a salary reduction plan, or a cash and deferred
profit-sharing plan, however, the Internal Revenue Service has per-
mitted employees to exclude from income certain amounts contributed
by their employers to the plan, even where the source of these amounts
is the employee's agreement to take salary or bonus reductions, or fore-
go salary increases.

On December 6, 1972, the Service issued proposed regulations which
would have changed this result in the case of salary reduction plans,
and which called into question the continued viability of the treatment
of cash and deferred profit-sharing plans.



In order to allow time for congressional study of these areas, sec-
tion 2006 of the Employee Retirement Income Security Act of 1974
(ERISA) provided for a temporary freeze of the status quo. Under
ERISA, contributions to plans in existence on June 27, 1974, are gov-
erned under the law as it was applied prior to January 1, 1972 and this
treatment is to continue at least through December 31, 1976, or (if
later) until regulations are issued in final form in this area, which
would change the pre-1972 administration of the law. Section 2006 of
ERISA provides hat these regulations, if issued, are not to be retro-
active for purposes of the social security taxes or the Federal with-
holding taxes, and are not to be retroactive prior to January 1, 1977,
for Federal income tax purposes.

In the case of plans not in existence on June 27, 1974, contributions
made on a salary reduction basis, or made, at the employee's option, to
a cash and deferred profit-sharing plan, are treated as employee con-
tributions (until January 1, 1977, or until new regulations are pre-
scribed in this area). This was intended to prevent a situation where a
new plan might begin in reliance on pre-1972 law while Congress has
not yet determined what the law should be in the future.

Also to be covered under these principles are so-called "cafeteria
plans," under which the employees may have a choice between certain
fringe benefits, some of which would constitute taxable income to the
employee, whereas other forms of benefit might not. Thus, cafeteria
plans in existence on June 27, 1974, also are governed under the pre-
1972 law until at least January 1 1977. However, in the case of new
plans, the value of any benefits selected under a cafeteria plan are
to be includable in income until at least January 1, 1977 (or, if later,
until new regulations in this area have been promulgated). In general,
the same rules to be applied in determining whether or not a salary
reduction plan was in existence on June 27, 1974, are also to be applied
to cafeteria plans. Of course, minor plan amendments (such as chang-
ing the plan to allow cash payments to cover cases of breakage, i.e.,
where two alternative benefits available under the cafeteria plan do not
have exactly the same value) would not cause an existing plan to be
classified as a new plan for purposes of these rules.

Reasons for change
The committee believes it is not possible to study adequately the ques-

tions involved in order to enact permanent legislation regarding salary
reduction and cash and deferred profit-sharing plans prior to the Jan-
uary 1, 1977 end of the temporary freeze of the status quo provided
for in section 2006 of ERISA. The committee therefore decided to
extend the time for the congressional review of the treatment of
these plans.

Explanation of provision
In order to allow additional time for congressional study of these

areas, the committee amendment would extend the temporary freeze
from January 1,1977, until January 1,1979.

The committee amendment is effective on the date of enactment of the
Act.



8. Consolidated Returns for Life and Mutual Insurance Com-
panies (sec. 1508 of the bill and sec. 1504 of the Code)

Present law
Under present law, life insurance companies, both stock and mut-

ual, (taxed under section 802 of the code and hereafter referred to as
life companies) are barred from filing consolidated income tax returns
with corporations that are not life companies. A similar restriction
applies to mutual insurance companies other than life companies
(taxed under section 821 of the code and hereafter referred to as
"other mutual insurance companies). On the other hand, stock prop-
erty-liability insurance companies (and certain other companies) taxed
under section 831 of the code are generally permitted to file consoli-
dated returns with other types of corporations.

Reasons for change
The present ban on life companies filing consolidated returns with

other companies historically has been based on the fact that life in-
surance companies have been taxed quite differently from other com-
panies. In their case, Congress has been concerned that in any event a
tax should be imposed, at the regular rate, on an amount approxi-
mately equal to their taxable investment income. For this reason, for
example, limitations were imposed on the extent to which policyholder
dividends could in effect reduce taxable investment income. As a result,
Congress in the past has not allowed life insurance companies to file
consolidated returns with other types of companies and in this manner
offset their taxable investment income against losses realized from
other types of operations.

It is recognized, however, that consolidated returns and offsets of
losses are allowed in the case of many diverse types of businesses under
present law, some of which are subject to special tax provisions. More-
over, it is recognized that the recent recession and inflation in prices
has caused many casualty insurance companies to incur large losses.
If a stock casualty company and a noninsurance company are affiliated,
they can file a consolidated return on which the losses of the casualty
company are applied against the other company's profits. However,
if the other company is a life insurance company, the losses of the
casualty company can only be applied against the casualty company's
income for other years (by means of loss carryovers and carrybacks) ;
they cannot be applied against the life company's income. Consequent-
ly, the present ban on life-nonlife consolidations has been a hardship
for casualty companies which are affiliated with life companies.

The committee amendment deals with this problem by permitting
consolidated returns to be filed by life companies and nonlife com-
panies, subject to the restrictions that (1) the life company's taxable
income cannot be reduced by more than one-half as a result of the con-
solidation, and (2) no more than one-half of a nonlife company's
losses can be applied against a life company's income in any year. Any
nonlife company losses not absorbed in this manner will still be avail-
able as carryovers of the nonlife companies to subsequent years This
preserves the concept sought by Congress in the past to the effect that
some tax will be paid with respect to the life insurance company's in-
vestment income (except where the company itself has an overall loss
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from operations), but at the same time provides substantial relief in
the future for casualty companies with losses.

Explanation of provision
As indicated above, the committee amendment allows mutual or

stock life companies and other mutual insurance companies to elect
to join in the filing of consolidated returns, with other types of corpo-
rations which are under the same common control and which meet the
stock ownership requirements of an "affiliated group." Consolidations
of life and nonlife companies however, would be subject to certain
limitations as to the extent of the loss offsets as indicated below..
The filing of a consolidated return by an affiliated group which in-
cludes a life company and a property-liability company will permit
the tax savings from the property-liability company's losses to be
taken into account sooner in computing its statutory surplus. This
larger surplus should increase the capacity of these companies to write
insurance There is no comparable provison in the House bill.

Election.-Under regulations prescribed by the Treasury Depart-
ment, the amendment provides that the common parent of an affiliated
group which includes a life company or other mutual insurance com-
pany may elect to include such a company in the filing of a consoli-
dated return with other corporations for any taxable year beginning
on or after January 1, 1978. Once this election is made, all insurance
companies in the affiliated group, as well as other members of the
group, must continue to file consolodated returns unless the group
obtains the right to revoke its election under the applicable Treasury
Department regulations. If this election is not made, existing law will
continue to apply. That is, in such cases the life and other mutual in-
surance companies will continue to be treated as "nonincludible" cor-
porations, but under present law two or more life companies (which
meet the definition of an "affiliated group") may still continue to file
a consolidated return with each other.

It is understood that although generally companies will probably
desire to file consolidated returns with the life or other mutual insur-
ance companies, some may choose to continue to file separate returns
under existing law. Where this occurs, it is likely to arise from the
fact that the parent corporation (whose year the other members join-
ing in the filing of the consolidated return must follow) uses a fiscal
year As its taxable year. Some life companies may not want to adopt
a taxable year other than a calendar year since filings with State in-
surance commissioners are required by these life companies on a cal-
endar year basis.

To facilitate the filing of consolidated returns with life companies
where the common parent has a fiscal year, the committee amendment
waives in this case the general requirement of the tax law (sec. 843
of the code) that insurance companies must use the calendar year as
their taxable year. However, the use of a fiscal year by an insurance
company is not intended to affect the applicable method of accounting
required of the insurance company by the tax law (subhapter L).
In this case it is expected that the regulations will require the insurance
companies to maintain adequate records reconciling all of the items
on its fiscal year tax return with the corresponding items on its calen-
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dar year statements filed with the State insurance commissioners.
50-percent limitation on certain lones.-For reasons previously in-

dicated, the committee amendment imposes linifations on the amount
of consolidated net operating loss which can be applied against the
income of a life company. Under the limitations, the amount of the
loss which may be taken into account in any one year is limited to 50
percent of the taxable income of the life companies included in the
group or to 50 percent of the sum of the losses for the current year
and for prior years, whichever is less. The taxable income of each life
company for this purpose is its "life insurance company taxable in-
come" (as defined in sec. 802(b) of the code), but determined without
regard to its so-called phase III income. Any portion of a loss which
is not taken into account because of the limitations may be offset
against the income of a life company member as a carryforward, but
not as a carryback).

The limitations outlined above can be illustrated by an example.
Assume a life insurance company has a subsidiary which (1) is not
an insurance company, and (2) incurs a net operating loss of $120 in
1979 ($20 of which is absorbed by a carryback against the subsidiary's
own prior year's income). Assume further that the parent company's
life insurance company taxable income for 1979 (determined without
regard to its phase III income under sec. 802(b) (3)) is $150. The
amount of the subsidiary's loss which can be applied against the
parent's income for 1979 is $50 (one-half of the available loss), since
this is less than one-half of the parent's income for the year. If in 1980
the subsidiary has a net operating loss of $60 and the parent has
income of $200, the amount of the loss offset for 1980 would be $55
(one-half of the sum of the current year's loss and the loss carryover).
The losses which can be carried over to subsequent years in this case
follow the usual rules applicable to the absorption of loss carryovers
so that, for example, the loss carryover to 1981 would consist of a $50
loss from 1979 and a $5 loss from 1980.

If in the above example the parent had $80 of income in 1980
(rather than $200), the amount of the loss offset for that year would
be limited to $40 (one-half of the parent's income for the year) which
is less than $55.

Other rules. Under the committee amendment the details of the
computation of the tax liability of an affiliated group which includes
life or other mutual insurance companies is to be determined under
regulations issued by the Treasury Department. Also, an election to
consolidate life and nonlife companies cannot be revoked without the
consent of the Internal Revenue Service. This is the same approach as
is generally taken under present law with respect to other affiliated
groups.

For other mutual insurance companies included in the affiliated
group and included in consolidated returns, the committee amendment
requires that the regular normal corporate tax rates apply rather
than the special rates provided for small companies.

Another special rule makes it clear that the enactment of the new
provisions is not to result in the termination of an affiliated group. For
example, assume that a life company owns 100 percent of a subsidiary
which in turn owns 100 percent of a second subsidiary. Assume further
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that the first and second subsidiaries are not ]ife companies but elect to
file consolidated returns under this provision. If the life company also
elects to join in the filing of a consolidated return, then the affiliated
group of the two subsidiaries would not be treated as having been
terminated (as a result, any deferred intercompany transactions be-
tween the subsidiaries would not be treated as giving rise to taxable
income).

Effective date
The committee amendment is effective for taxable years beginning

after December 31, 1977. However, a transitional rule is provided to
limit the use of carryovers of losses and credits for pre-1978 years.
These carryovers are to be treated as if the committee amendment had
not been made. This means that the ability to absorb these losses or
credits is not to be changed as a result of the new election to include life
or other mutual insurance companies in a consolidated return with
other companies. The same principles also apply with respect to losses
and credits which may be carried -back to pre-1978 years.

To illustrate this rule, assume that a noninsurance company owns
both another noninsurance company and also a life company. Assume
that the two noninsurance companies presently file consolidated
returns. If this affiliated group has consolidated net operating losses in
1977 which can be carried to 1978, even though an election is made for
1978 to include the life company in the consolidated return, the absorp-
tion of this loss is to be determined as if the new consolidation rules do
not apply. This means that the life company's profits are not to be
available to offset any part of this carryover loss. In addition, if in
1978 the parent noninsurance corporation were to acquire a profitable
property-liability company (or other company not directly affected by
the new rules) and under normal consolidated return rules these profits
could be utilized in determining how much of the 1977 loss could be
absorbed, the use of these profits in this manner would not be affected
by the new rules. However, if the life company were to acquire this
profitable corporation, its profits would not be available to offset the
noninsurance company 1977 loss, since the profitable member in this
case would be a subsidiary of the life company and would not be treated
as a member of the nonhife insurance group under present law.

Revenue effect
It is estimated that this provision will result in a decrease in reve-

nues of $25 million in the fiscal year 1978, $55 million in the fiscal year
1979, $49 million in the fiscal year 1980. and $40 million in the fiscal
year 1981.

9. Treatment of Returned Inadvertent Distributions of Life
Insurance Companies (sec. 1509 of the bill and sec. 815 of
the Code)

Present iOna
Under present law, the taxable income of a stock life insurance com-

pany for a taxable year consists of three elements referred to as phase
I, phase IT, and phase III (sec. 8(2). Phase I consists of the lesser of



the taxable investment income I of the life insurance company for that
year or its gain from operations for that year; phase II consists of one-
half of the excess, if any, of the company's gain from operations over
its taxable investment income for that year; and phase III generally
consists of the portion of the other half of such excess which is treated
as distributed to shareholders of the company for the year. Thus, a life
insurance company's taxable investment income for a particular year
and one-half of its underwriting income (the excess of its gains from
operations over its taxable investment income) are taxed on a current
basis. The portion of its underwriting income which is not taxed cur-
rently is generally taxed as phase III income when it is treated as dis-
tributed to shareholders.

Under the code, a life insurance company credits the tax-deferred
half of its underwriting gains to a policyholders surplus account.'
Amounts may be subtracted from the policyholders surplus account,
credited to the shareholders surplus account, and distributed to share-
holders (see. 815). Under these rules, however, amounts subtracted
from the policyholders surplus account for a taxable year are includ-
able in the life'insurance company's taxable income for that year.

In order to determine the amount of phase III income for a particu-
lar taxable year, the amount actually distributed from the policy-
holders surplus account is "grossed-up". The gross-up is necessary to
equate the insurance company with al ordinary corporation.

Reasons for change
The life insurance company tax rules provide a priority system for

determining whether a distribution to shareholders is derived from
the shareholders surplus account, the policyholders surplus, or other
accounts. Under this system, distributions to shareholders are con-
sidered to be made from the policyholders surplus account only after
the balance of the shareholders surplus account has been reduced to
zero. Thus, if a life insurance company makes a distribution to share-
holders in excess of the balance of its shareholders surplus account,
the excess is considered to be from the policyholders surplus account
(limited to the balance of that account).

It has been pointed out that the phase III tax may be approximately
half of the gross amount or may exceed 90 percent of the amount
actually distributed from the policyholders surplus account and that
such a tax may be irrevocably triggered by a distribution which results
from an inadvertent error in making complex computations.

The Internal Revenue Service has interpreted present law to re-
quire a life insurance company to pay the phase III tax on a wholly
unintentional distribution out of the policyholders surplus account
even though the shareholders of the company promptly return the
distribution upon learning of the error, and even though the company
has a long-standing policy of limiting its distributions to stockholders
to amounts in the shareholders surplus account and footnoting its

Generally. the taxable investment income of a life insurance company is the life
insurance company's share of the yield on its investments, reduced by Investment expenses.
depreciation, depletion, certain real estate expenses and trade or business expenses. The
policyholder's share of investment yield Is not taxed to the company.

Section 815 provides limitations on the amount which may h cedlied to the polcy-
holder's surplus account.



Published financial statements with a statement that the company has
no present plans for distributing the amounts in policyholders sur-

plus". Under this interpretation, amounts distributed out of the policy-
holders surplus account by mistake are held subject to the phase III
tax even though they were restored to the company before its return
for the year was duew,

Explanation of provision
The committee amendment prevents the imposition of the phase III

tax on amounts inadvertently distributed 'by a life insurance company
from the policyholders surplus account. It provides that no amount is
to be subtracted from an insurance company's policyholder surplus
account with respect to a distribution made during the last month of
the company's taxable year (which distribution would otherwise be
treated as the distribution out of the policyholders surplus account)
to the extent the amounts so distributed are returned to the company
no later than the time prescribed by law (including extension thereof)
for filing the company's return for the taxable year in which the
distribution was made.

Under the committee amendment, the amounts so returned are to
be applied first to restore the amounts which would otherwise be
treated as distributed out of the policyholders surplus account.

The relief provided by the amendment would not be available if
at the time the distribution was made by the company it intended to
avail itself of the provisions of the amendment by having its share-
holders return all or a part of the distribution.

The distribution is to be taxed to the shareholder under the usual
rules. Under the amendment, the basis to a shareholder of his stock
in the company is not to be increased by reason of amounts returned
under these rules to the extent that a dividends-received deduction or
exclusion is allowable with respect to the distribution.

The committee amendment would provide relief for the Business
Men's Assurance Company of America (BMA) with respect to a
distribution made in December 1969. The amount of money involved
in the inadvertent BMA distribution was nearly $5.5 million. In this
case, the principal shareholder of the company promptly returned the
distribution upon learning of the error.

The House bill contained no comparable provision.

Effective date
The committee amendment would apply with respect to taxable

years ending after December 31, 1957 (the effective date of the Life
Insurance Company Tax Act of 1959, which established the three-
phase system of taxing life insurance companies).

Revenue effect
Other than the revenue loss involved with respect to BMA (ap-

proximately $6 million for 1976), the committee amendment is not
expected to have any significant effect on the revenues in the future.

10. Guaranteed Renewal Life Insurance Contracts (sec. 1510 of
the bill and sec. 809(d)(5) of the Code)
Present law

Under present law, a life insurance company is allowed a deduction
equal to 10 percent of the increase in its reserves for nonparticipating



contracts for a taxable year or, if greater an amount equal to 3 per-
cent of the premiums for the year (excluding that portion of the
premiums which is allocable to annuity features) attributable to non-
participating contracts (other than group contracts) which are issued
or renewed for periods of five years or more.

Reason for change
Controversy has arisen where, for example, a one-year nonpartici-

pating term life insurance policy is guaranteed by the life insurance
company to be renewable by the policyholder for five years. The In-
ternal Revenue Service has contended that because such a policy is
issued and renewed for a one-year period, the deductions for nonpar-
ticipating policies is not allowable. Taxpayers have contended that
because of the five-year renewable right, the policy should be 'treated
as a five-year policy and that the deduction is therefore allowable.

Explanation of provon
The committee amendment resolves the present controversy by

providing that the period for which a contract is issued or renewed
includes the period for which the contract is guaranteed renewable.
No comparable provision is included in the House bill.

Effective date
Since the committee has concluded that it was the intent of Congress

in the Life Insurance Company Income Tax Act of 1959 to treat
guaranteed renewable contracts in the same manner as noncancellable
contracts, it believes it is appropriate to resolve the controversy for
past as well as future years. The committee amendment, therefore, is
effective as of the general effective date of the Life Insurance Com-
pany Income Tax Act of 1959; that is, it will apply to taxable years
begining after December 31, 1957.

Revenue effect
The revenue effect of the committee amendment is expected to be

negligible.



P. REAL ESTATE INVESTMENT TRUSTS

Present l4w
Under present law, real estate investment trusts ("REITs") are

provided with the same general conduit treatment that is applied to
mutual funds. Therefore, if a trust meets the qualifications for REIT
status, the income of the REIT which is distributed to the investors
each year generally is taxed to them without being subjected to a tax
at the REIT level (the REIT being subject to tax only on the income
which it retains and on certain income from property which qualifies
as foreclosure property). Thus, the REIT serves as a means whereby
numerous small investors can have a practical opportunity to invest in
the real estate field. This allows these smaller investors to invest in real
estate assets under professional management and allows them to spread
the risk of loss by the greater diversification of investment which can
be secured through the means of collectively financing projects.

In order to qualify for conduit treatment, a REIT must satisfy
four tests on a year-by-year basis: organizational structure, source of
income, nature of assets, and distribution of income. These tests
are intended to allow the special tax treatment for a REIT
only if there really is a pooling of investment arrangement which is
evidenced by its organizational structure, if its investments are ba-
sically in the real estate field, and if its income is clearly passive in-
come from real estate investment, as contrasted with income from
the operation of business involving real estate. In addition, substan-
tially all of the income of the REIT must be passed through to its
shareholders on a current -basis.

With respect to the organizational structure, a REIT, in general,
must be an unincorporated trust or association (which would be tax-
able as a corporation but for the REIT provisions) managed by one
or more trustees, the beneficial ownership of which is evidenced by
transferable shares or certificates of ownership held by 100 or more
persons, and which would not be a personal holding company even
if all its adjusted gross income constituted personal holding company
income.

With respect to the income requirements, at least 75 percent of the
income of the REIT must be from rents from real property, interest
on obligations secured by real property, gain from the sale or other
disposition of real property (or interests therein, including mort-
gages), distributions from other BEITs, gain from the disposition of
shares of other REITs, abatements or refunds of taxes on real property
and income and gain derived from property which onalifies as fore-
closure property. An additional 15 percent of REIT income must
come from these sources, or from other interest, dividends, or gains
from the sale of stock or securities. Income from the sale or other dis-
position of stock or securities held less than 6 months, or real proper-

(481)
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ty held less than 4 years (except in the case of involuntary conver-
sions), must be less than 30 percent of the REIT's income.

With respect to the asset requirements at the close of each quarter
of its taxable year, a REIT must have at least 75 percent of the value
of its assets in real estate, cash and cash items, and Government secu-
rities. Furthermore, not more than 5 percent of the REIT's assets can
be in securities of any one nongovernment-non REIT issuer, and such
holdings may not exceed 10 percent of the outstanding voting securities
of such issuer. Also, no property of the REIT, other than foreclosure
property, may be held primarily for sale to customers.

In addition, a REIT is required to distribute at least 90 percent of
its income (other than capital gains income, and certain net income
from foreclosure property less the tax imposed on such income by,
section 857) to its shareholders during the taxable year or, under cer-
tain circumstances, the following taxable year. If all of these condi-
tions are met, then the REIT generally is qualified for the special con-
duit treatment which allows the income that is distributed to the share-
holders to be taxed to them without being subjected to a tax at the
trust level, so that the REIT is only taxed on the undistributed income
and certain income from foreclosure property. A REIT that does not
meet the requirements for qualification would be taxed as a regular
corporation.

Reasons f/r change
Although the provisions have been amended from time to time, until

1974 the basic rules with respect to RETs have remained"the same
since their enactment in 1960. Since 1960, the REIT industry has grown
enormously in size and is responsible for a large portion of 'the invest-
ment in the real estate field in the United States today. There are, how-
ever, certain problems that have arisen with respect to the REIT pro-
visions which could significantly affect the industry if these provisions
are not modified.

In 1974, as part of Public Law 93-625, the Congress dealt with one of
these problems, i.e., the difficulty which a RELT may have in meeting
the income and asset tests if it must foreclose on a mortgage that it
owns or reacquire property which it owns and has leased. Under that
Act, in general, a REIT is not disqualified because of income it receives
from foreclosure property, since acquisition of property on forecloeurb
generally is inadvertent on the part of the mortgagee. At the election of
a REIT, a two-year grace period (generally subject to two one-year ex-
tensions) is allowed so that the REIT can liquidate the foreclosed
property in an orderly manner or negotiate changes, e.g., in leases on.
the property so that income from the property becomes qualified. How-
ever, during the grace period the REIT must pay the corporate tax on
the otherwise nonqualified income received from property acquired
on foreclosure.

Certain other problems remain in this area, however. Basically, these
problems relate to the fact that, under present law, if a REIT does not
meet the various income, asset, and distribution tests, the REIT will
be disqualified from using the special tax provisions even in cases where
the failure to meet a test occurred after a good faith, reason-
able effort on the part of the REIT to comply. Disqualification would
have the effect of not only changing the tax status of the REIT itself,



subjecting its income to tax at corporate rates, but also could adversely
affect the interests of the public shareholders of the REIT. The com-
mittee believes that it is not appropriate to disqualify a REIT in such
circumstances.

Explanation of provisions
1. Deficiency Dividend Procedure (sec. 1601 of the bill and sec.

859 of the Code)
As described above, under present law, to qualify as a REIT a trust

must operate as a conduit of the income it earns, distributing at least
90 percent 1 of its annual income to its shareholders. However, even
where a REIT believes in good faith that it has satisfied this test,
it may be disqualified as a result of an audit by the Internal Revenue
Service which increases the amount of income that forms the base for
the 90 percent distribution requirement. For example, a REIT's de-
preciation allowance for an asset may, be nuclear (e.g., because of
a problem in determining the useful life of an asset or in allocating
the cost of rental property between land and improvements) and the
depreciation taken by the REIT may be determining to be too high by
the Internal Revenue Service in a subsequent year. In such a case,
the REIT may lose its qualification if its real estate investment trust
taxable income is increased to such an extent that its previous dividend
distributions for the year in question become less than 90 percent of
its real estate investment trust taxable income as determined after
audit. On disqualification as a REIT, the trust would be subject to tax
as any other corporation, even though it previously may have dis-
tributed most of its income for the year in question to its shareholders.

The committee believes that where a REIT originally acted with-
out fraud in determining and reporting its income and dividend dis-
tributions, the sanction of disqualification is too severe. For this
reason, the committee believes that if a REIT is audited by the Inter-
nal Revenue Service, and there is a resulting adjustment that would
increase the amount of dividends that must be paid for the year under
audit for the trust to meet the 90 percent distribution requirement, the
trust should be allowed to pay out deficiency dividends to its share-
holders and thereby avoid disqualification. This deficiency dividend
procedure is only to be available where failure of the REIT to meet
the 90 percent distribution requirement was not due to fraud with
intent to evade tax or to willful failure to file an income tax return
within the required time.

The committee amendment provides that where, as a consequence
of an audit by the Internal Revenue Service, there has been a "deter-
mination" that an adjustment is to be made, the trust may pay a defi-
ciency dividend to its shareholders and receive a deduction for such
distributions. If the proper amount is distributed as a deficiency divi-
dend, the REIT would not be disqualified or be subject to tax on the
amounts distributed (other than interest and penalties, as described
below).2

1 As described below, the committee amendment increases the distribution requirement to
95 percent for taxable years beginning after December 1, 1979. Xn this explanation, the
reqalirement Is referred to as the "90 percent distribution requirement".

Following the personal holding company provisions of present law, the bill provides
that a "determination" is to be a decision by the Tax Court (or order by any other court
of competent jurlodlctlonl which has become final, a losing agreement under section
7121, or an agreement (under regulationai between the internal Revenue service and
the trust regarding the liability of the trust for tax.



For these purposes, an "adjustment", which will allow a REIT to
follow the deficiency dividend procedure, is defined under the com-
mittee amendments to include an increase in the sum of the REIT's
real estate investment trust taxable income (determined without
regard to the deduction for dividends paid) and the net after-tax
income from foreclosure property. An "adjustment" also is defined to
include any decrease in the deduction for dividends paid (determined
without regard to capital gains dividends). Any change on audit in
these amounts either may increase the amount of dividends that must
be paid to meet the 90-percent distribution requirement or may de-
crease the amount of dividends previously thought to have been paid,
affecting the ability of the REIT to meet the distribution require-
ment.'

Such an increase in income, etc., need not cause the REIT to fail
the 90-percent distribution requirement for the deficiency dividend
procedure to be available. The deficiency dividend procedure also is
to be available to enable a trust to maintain the level of distribution
that it originally had thought it had achieved. On the other hand, a
deficiency dividend cannot exceed the net adjustment that occurs on
audit.

Assume, for example, that a REIT reported real estate investment
trust taxable income of $100 for the year, and had distributed divi-"
dends of $90 with regard to that year, but on audit it was determined
that the REIT had $110 of real estate investment trust taxable income
for that year. In this case,. the REIT could pay a deficiency dividend
of up to $10, which is. the amount of the adjustment, though only a
$9 deficiency dividend would be required to enable the REIT to meet
the income distribution requirements for that year. Thus, the REIT
could pay a deficiency dividend sufficiently large so it would not have
to pay any additional corporate income tax (as opposed to interest and
penalties) as a result of the determination. However, the R IT could.
not receive a deficiency dividend deduction for $11 since this is greater
than the amount of the adjustment, and would decrease the corporate
tax previously paid on the $10 originally reported and treated as
taxable.'

Capital gain.-Under present law, a REIT must pay a capital gains
tax on any excess of net long-term capital gains over the sum of net
short-term capital loss and the deduction for capital gains dividends
paid to its shareholders. It is also required that capital gains divi-
dends be designated as such within 30 days after the close of the tax-
able year in which the income is recognized. Consequently, if it is de-
termined on audit that a REIT had additional capital gains, the
REIT would not be able to make a timely designation of a capital
gains dividend, distribute this income, and avoid paving capital
gains tax. Also, even if the REIT had previously reported this income

' In addition, if on audit it is determined that there is an increase in- the net long-term
capital gains over net short-term capital loss and'over the deduction for capital gains
dividends, this increase will be an adjustment for purposes of the capital gains rolie of
the RMIT provisions, as discussed below.

Also, if this REIT had orlainaly paid out a dividend of $99. it would be able to pay a
defielency dividend of u to $10. for a total distributtos of up to $109. In this way, the
RErT vould not he subject to tax on additional income determined on audit. However. In
thin case, the tEIT would sot hove in pay say defliency dividend to avoid dinqualifieatton
since it stiii would have met the S-percent distribution requiremept oven after the adjust.
ment. and. therefore, may choose not to pay any additional saOst under the deficiency
dividend procedure.



as ordinary income and distributed 90 percent of it as dividends to
shareholders, the REIT still would be subject to capital gains tax on
this amount upon a determination that the income was capital gains
(since a timely designation of capital gains dividends could not be
made).

To correct this situation, the committee amendment provides that
an "adjustment" which will allow the deficiency dividend procedure
to be used is to include an increase (by a determination) in the excess
of the net Iong-term capital gains over the sum of the net short-term
capital loss ad the deduction for capital gains dividends paid. There-
fore, if net long-term capital gains increase as the result of an audit,
the REIT can choose to distribute up to the amount of this increase to
its shareholders and avoid paying capital gains tax on this amount.
Also, if the REIT had originally reported this amount as ordinary in-
come and previously had made a timely distribution of this income,
the REIT is to be able to redesignate the previous distribuiton as a
capital gains distribution, and avoid paying the capital gains tax.

In order to preserve administrative simplicity of the tax law in
this area, the House bill provides in effect that a redesignation of a
prior ordinary income distribution as a capital gains distribution (or
vice versa) did not affect the shareholders' prior tax treatment of thisdistribution. The committee believes that ignoring the tax effects of a
redesignation at the shareholder level is not proper so long as the
statute of limitations has not expired and, consequently, has deleted
the House provision which prevents reeharacterization to the share-
holders by reason of the deficiency dividend procedure. In addition,
the committee has amended the House bill to clarify that the deficiency
dividend will be treated as a dividend by both the trust and the share-
holder even though the trust does not have sufficient earnings and
profits at the time of the distribution.

Frad.-Under the committee amendment, the deficiency dividend
deduction is to be available only if the entire amount of the adjust-
ment was not due to fraud with intent to evade tax or to willful failure
to file an income tax return within the required time. The House bill
provides that the deficiency dividend procedure would be available
only if the entire amount of-the adjustment was due to reasonable
cause. The committee believes, however, that the fraud standard is
more appropriate in this area, because the interest and penalty pro-
visions discussed below will be sufficient to encourage current distri-
butions in the usual case. Under the committee amendment, the ques-
tion of whether the failure to meet the dividend distribution require-
ment is due to fraud will depend on all the facts and circumstances.

Interest and Pena&otie.-The interest and penalty provisions of the
committee amendment with respect to deficiency dividends are de-
signed to recover lost revenues to the government as well as to assure
that a REIT (1) will be operated as a conduit of income to its share-
holders and (2) will not reduce its distributions of income in reliance
on the availability of the deficiency dividend procedure. Under the
committee amendment, interest and penalties are determined with
respect to the amount of the adjustment, 5 but only to the extend that

*For this purpose, the amount of the adjustment would include adjustments attributa-
ble both to ordinary income and capital gains. However, no Interest and penalty are
assessed in the event of the late designation of a capital galos dividend where the amount
was distributed previously as an ordinary income distribution.
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the deficiency dividend deduction is allowed. For example, assume
that the REIT's real estate investment trust taxable income was re-
ported at $100, that the REIT had distributed $98, and that after
audit it was determined that the correct amount of real estate invest-
ment trust taxable income was $120 so that the REIT should have
distributed at least $108. If the REIT utilizes the deficiency dividend
procedure and distributes an additional $10, the interest and penalty
will be based upon $10, the amount for which a deficiency dividend
deduction is allowed.

Under the House bill, the amount of the interest and penalty is
based upon the total amount of the adjustment even though the REIT
did not distribute the full amount of the adjustment under the defi-
ciency dividend procedure. The committee believes it would be unfair
to impose interest and a penalty on an amount larger than the REIT
distributed under the deficiency procedure and, consequently, has
amended the House bill accordingly.

By using the amount of the deficiency dividend as the base, the com-
mittee amendment assures that the net cost to the REIT of borrowing
money from its shareholders (that is, the net cost of underdistribu-
tions) is high enough to discourage such action and to encourage the
distribution of earnings to shareholders currently.

Under the committee amendment, interest on the amount of the de-
ficiency dividend is to run front the last day (without extension of
time) for the REIT to file a tax return for the year in question until the
date the claim for the deficiency dividend deduction is filed. In addi-
tion, a nondeductible penalty equal to the amount of interest is to be
paid. However, the total penalty is not to exceed one-half the amount of
the deficiency dividend deduction.o Under the committee amendment,
the (deductible) interest charge is to be the same as in the case of other
deficiencies and the penalty is to be the same amount, for an approxi-
mate net-after-tax total of 1C'/ 2 percent of the deficiency dividend
deduction per annum.

Effect on other years.-The committee amendment provides that
the amount of the deficiency dividend is taxable to the shareholder for
the shareholder's taxable year in which the distribution is made (not
the year for which it is made). For example, if a shareholder receives
a deficiency dividend in 1980, with respect to the year 1977, this divi-
dend is includible in income for 1980, and shareholders are not to file
amended returns for 1977 to take account of the dividend. It is ex-
pected that, in this case, the deficiency dividend will be paid to the
1980 shareholders, even if they were not shareholders in 1977.

To avoid double counting, deficiency dividends are not to count
toward the dividends paid deduction for the year in which the defi-
ciency dividends are actually paid, but are only to count toward the
year affected by the determination. Also, deficiency dividends are not
to count toward the dividend deduction (under section 858) for the
taxable year preceding the year of payment. For example, if $10 of
deficiency dividends are paid in 1980 on account of a determination
involving the year 1977, the deficiency dividends are not to count

e Under the bill navmoent of the nenaltv portion decreases the base for the 90-percent
distribution reqiceient in the year the interest and nenqlty are paid. The interest portion
in nutomaneay taoan into account in computing the hose since it Is deductible.



toward the dividends paid deduction for 1980 or for 1979, but are to
be treated only as dividends paid with respect to 1977.

The House bill contains the same provision.
Tecknicat reuirensnt.-or tme denciency dividend deduction to

be available, the trust must pay the deficiency dividend to its share-
holders within 90 days after the determination. To qualify as a defi-
ciency dividend, the dividends paid must be of the same type that
would qualify for the dividends paid deduction under section 561, if
they had been distributed during the taxable year in issue. Also, the
trust must (under regulations) file a claim for the deduction within
120 days after the determination. (These provisions are similar to the
provisions of existing law with respect to personal holding company
deficiency dividends.)

Under the committee amendment, a REIT will have two years after
the date of a determination to file a claim for refund for the taxable
year in issue where allowance of a deficiency dividend results in an
overpayment of tax. Also, if a REIT files a claim for a deficiency divi-
dend deduction, the running of the period of limitations for making
assessments, bringing a suit for collection, etc., is to be suspended for
two years after the date of the determination.

Where there is a determination of a deficiency under these provi-
sions, collection, interest, penalties, etc., are to be stayed for 120 days
after the determination (except in cases of jeopardy). Also, as in the
case of deficiency dividends paid by a personal holding company, if
a claim for a deficiency dividend deduction is filed, collection of the
remaining deficiency is to be stayed until the claim is disallowed.

The House bill contains the same provision.
Increase in distribution requirentent.-Since the deficiency dividend

procedure will eliminate the risk of inadvertent disqualification
through failure to meet the distribution test, the committee amendment
increases the portion of its income which a REIT must distribute from
90 to 95 percent for taxable years ending after December 31, 1979.
The committee believes it is appropriate to delay the effective date of
this increase in order to allow REITs which may have restrictions in
their credit agreements relating to dividend distributions an opportu-
nity to negotiate modifications of such agreements.

2. Distributions of REIT Taxable Income After Close of Tax-
able Year (sees. 1604 and 1605 of the bill and sees. 858, 860,
4981 of the Code)

Excise tax on REIT taxable income not distributed during the tax-
able year.-Under present law, a REIT must declare a dividend for a
taxable year by the due date for filing the return for that year, but the
REIT may delay actual payment of the dividend for 12 months after
the close of the taxable year. For example, if a REIT is on a calendar
year basis, dividends for 1973 donot have to be paid until December 31,
1974. (These dividends are hereafter called "section 858 dividends",
since a deduction with respect to such dividends is allowed under sec-
tion 858 of the Code.)

In general, the policy underlying the conduit treatment of REITs
is that either the REIT or its shareholders will be currently taxable
on the income earned by the REIT. But this policy is not fulfilled



where there is a substantial use of section 858 dividends by the REIT
prior to distribution, because no charge is imposed for the one-year
delay in payment of the dividend even though, during this year, neither
the REIT nor its shareholders are liable for tax on the RElT income.
Through a repeated use of the section 858 dividends procedure, there
can be a permanent loss of revenue (a permanent one-year delay).

To meet this situation, the committee amendment establishes an ex-
cise tax on late distributions of income in order to prevent this loss of
revenue to the Treasury. Thus, in order to avoid the excise tax, a REIT
is required to distribute at least 75 percent of its real estate investment
trust taxable income as reported on its return by the close of its tax-
able year. If, by the end of its taxable year, the REIT has distributed
less than 75 percent of its real estate investment trust taxable income
(as reported on its return), it is to be subject to a nondeductible 3 per-
cent excise tax on the difference between 75 percent of this income and
the amount distributed. For example, if a REIT reports real estate in-
vestment trust taxable income of $100 for taxable year 1977 and dis-
tributes $70 of dividends by the end of this taxable year, it will be sub-
ject to a nondeductible 3 percent excise tax on $5, which is the amount
by which the distribution falls short of 75 percent by the end of the
taxable year.' The 3-percent charge is to be a one-time charge without
regard to the date of the later distribution. (However, the REIT
must meet the 90 percent distribution test within 12 months after the
close of the taxable year in question if the trust is to qualify as a
REIT.) This 3-percent excise tax is to apply to taxable years begin-
ning after December 31, 1979.

The House bill contains the same provision.
Adoption of annual accounting period.-If a REIT's shareholders

are on the calendar year for reporting income and the REIT is on a
fiscal year, the REIT, by waiting until the end of its year to distribute
income to its shareholders, in many circumstances can allow its share-
holders a two-year delay in reporting this income. To avoid a pote
tial two-year delay in revenue in the future, the committee amendment
provides that a REIT is not to adopt in the future (or change to in the
future) any annual accounting period other than the calendar year.

The House bill contains the same provision.
Dividends paid by REIT after close of taxable year.-Under present

law, a REIT can, to a substantial extent, avoid an underdistributon
of a prior year's income if it makes a "contingent" section 858 election.
Such a "contingent" election is made when the REIT elects to have
a dividend relate to a prior year only to the extent to which earnings
and profits from that prior year remain undistributed. Thus, by
declaring a section 858 dividend, a REIT can be "covered" for two
years. This may be needed under present law where there is no defi-
ciency dividend procedure. However, this is no longer necessary or
appropriate with the deficiency dividend procedures established by
the bill. Moreover, this rather loose accounting procedure facilitates
the possibility that a REIT may delay distribution of its income to its

Amounts counted toward the 75 percent requirement are only to be amounts that
,uify for the dividends naid deduction for the cur=nt year. Therefore. any section 858
cound. or deficiency dividends (which are to relate only to a prior year) are not to be

wonted toward this 75 percent requirement.
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shareholders, and thus delay the date on which shareholders must
include such dividends in income.

With the new deficiency dividend procedure provided by the com-
mittee amendment, it is inappropriate to continue the present use of
section 858 dividends as a way to avoid problems from an underdis-
tribution of a prior year's income. Consequently, the committee's
amendment amends section 858 to explicitly provide that the amount
allowed as a section 858 dividend is to relate only to the prior taxable
year and is not in any event also to relate to the taxable year in which
the dividend is paid. Also, under the bill, a section 858 dividend is to be
stated in a dollar amount. The amount so stated is to be the only
amount of dividends paid during the year of payment which relates
to the prior year, and that amount is to be a dividend only for the prior
year and not for the year in which paid.

For example, in 1977 a REIT has $100 of real estate investment trust
taxable income and pays a dividend of $75 in 1978, in order to meet its
1977 90 percent distribution requirement, the REIT declares and
pays $15 as a section 858 dividend. For the dividend to qualify
under section 858, the REIT must specify that the dividend is a sec-
tion 858 dividend for 1977 and that it is in the amount of $15. This
amount, then, is to relate only to 1977 and not to 1978. In 1978, the
REIT also has $100 real estate investment trust taxable income. To
avoid paying the excise tax on late distributions for 1978, the REITmust distribute $75 in 1978. Therefore, in 1978, the REIT would
have to distribute $15 (as a section 858 dividend for 1977) plus $75
(as a dividend for 1978) for a total of $90 actually paid as dividends
in 1978 in order to meet both its 90 percent distribution requirement for
1977 and to avoid the 3 percent excise tax for distributions related to
income earned in 1978.

The House bill contains the same provision.

3. Property Held for Sale (see. 1603 of the bill and sees. 856 and
857 of the Code)

Present law prohibits a REIT from holding property, other than
property qualifying as foreclosure property, for sale to customers.
This rule has been difficult to apply because of the absolute prohibi-
tion on holding such property and because of problems involved in
determining when a RET holds property for sale.

Because of these problems, the committee amendment eliminates
the flat prohibition against a REIT holding property primarily for
sale to customers in the ordinary course of its trade or business. Under
the committee amendment, the sale or other disposition of property
described in section 1221(1) of the Code is called as a prohibited trans-
action and the net income from such transactions is taxed at a rate of
100 percent. Net income or net loss from prohibited transactions is de-
termined by aggregating all gains from the sale or other disposition
of property (other than foreclosure property) described in section
1221 (1) with all losses and other deductions illowed by chapter 1 of
the Code which are directly connected with the sale or other disposi-
tion of such proDertv. Thus, for example, if a REIT sells two items of
property described in section 1221 (1) (other than foreclosure prop-
erty) and recognizes a gain of $100 on the sale of one item and a loss
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of $40 on the sale of the second item (and has no, other deductions
directly connected with prohibited transactions) 1 the net income from
prohibited transactions will be $60. Deductions directly connected with
prohibited transactions are those deductions, otherwise allowed by
chapter 1 of the Code, which are proximately and primarily connected
with such transactions. (General overhead costs, for example, may
not be allocated to income from prohibited transactions.)

Under the committee amendment, since a separate tax is applied to
net gain from prohibited transactions, net gain (or net loes from pro-
hibited transactions is not taken into account in determining real es-
tate investment trust taxable income. I

Under the House bill, a REIT would be disqualified and taxed as a
regular corporation if it derived one percent or more of its gross in-
come from the sale or other disposition of property (otherthan fore-
closure property) held for sale to customers, unless the REIT had rea-
sonable ground to believe and did believe that less than one percent of
its gross income was from this source. Under the House bill, any in-
come from this source, less deductions otherwise allowable which were
directly connected with producing the income, would be subject to a
corporate tax at a rate of 48 percent. In addition, where a REIT had
holding for sale income of one percent or more but was not disqualified,
such income would be subject to a second corporate tax of 48 percent,
for a total tax of 96 percent. Furthermore, in certain circumstances
where the REIT had failed one or more of the other source of income
tests, such income could be subject under the House bill to additional
taxes of up to 96 percent, for a possible 192 percent total rate of tax.

The committee believes that an additional source of income require-
ment is unnecessary in view of the fact that the extremely high rate of
tax imposed by the House bill would serve as an adequate disncentive
to assure that a REIT would not intentionally undertake the conduct
of an active business. In order to simplify the provisions, the commit-
tee amendment replaces the one-percent income requirement and the
various levels of corporate tax described above with a tax of lOOper-
cent on the net income from prohibited transactions.

The 100-percent tax on net income from prohibited transactions is
included to prevent a REIT from retaining any profit from ordinary
retailing activities such as sales to customers of condominium units or
subdivided lots in a development project. One transaction in particular
where questions have been raised is whether a REIT holds property
for sale where it enters into a purchase and leaseback of real property
with an option in the seller-lessee to repurchase the property at the
end of the lease period. Such a transaction frequently is a normal
method of financing real estate and is used in lieu, of a mortgage.
Your committee intends that with respect to the real estate invest-
ment trust provisions, income from a sale under an option in this
type of transaction is not to be considered as income from property
held for sale solely because the purchase and leaseback was entered into
with an option in the seller to repurchase and because the option was

S However,. to prevent a iRTT which has Ineurred a net loss os orohibied tranateton
from having to delete capital in order to meet the 90 percent distribution requirement,
the amount of income which must be distributed to satisfy that requirement Is to be
reduced by the amount of any net loss from prohibited transactions.



exercised pursuant to its terms. However, other facts and circumstances
might indicate that income from the transactions described above
would be income from prohibited transactions. In determining whether
a particular transaction constitutes a prohibited transaction, a REIT's
activities with respect to foreclosure property and its sales of such
property should be disregarded. The committee intends that no in-
ference regarding these type of transactions is to be drawn for any
other purpose of the tax laws because of this treatment with respect
to real estate investment trusts.

4. Failure to Meet Income Source Tests (sec. 1202 of the bill
and secs. 856 and 857 of the Code)

Under present law, certain percentages of a REIT's income must be
from designated sources for the REIT to receive conduit tax treat-
ment. If the source tests (that is, the 75 percent or 90 ' percent income
source tests described above) are not met, the REIT will be disqualified
and must pay taxes on its income as if it were a regular corporation.
This couldcause hardship for a REIT which reasonably and in good
faith believed it met the income source tests and distributed substan-
tially all of its income to its shareholders, but which does not meet
one of these tests and is required to pay tax at regular corporate rates.
The committee believes that, in this situation, the REIT should not
be disqualified but should be required to pay a 100-percent tax on the
net income attributable to the amount by which it fails to meet the
income source tests.

Accordingly, the committee amendment provides that where the
trust fails to meet the 75-percent or 90-percent income source test the
REIT will not be disqualified if it (1) sets forth the nature and
amount of its gross income qualifying for such tests in a schedule
attached to its income tax return, (2) the inclusion of any incorrect
information in this schedule is not due to fraud with an intent to
evade tax,9 and (3) the failure to meet the income source requirement
is due to reasonable cause and not due to willful neglect.

The failure to meet an income source test will be due to reasonable
cause and not due to willful neglect if the REIT exercised ordinary
business care and prudence in attempting to satisfy the tests. Such
care and prudence must be exercised at the time each transaction is
entered into by the REIT. However, even if the REIT exercised
ordinary business care and prudence in entering into a transaction, if
it is later determined that the transaction is producing nonqualified
income in amounts which, in the context of the REIT's over-all
portfolio, could cause an income source test to be failed, the REIT
must use ordinary business care and prudence in an effort to renegoti-
ate the terms of the transaction, or alter other elements of its port-
folio. In any case, failure to meet an income source test will be due
to willful neglect and not reasonable cause if the failure is willful. For

'As described below, the-committee amendment increases the go percent source of
income requirement to 95 percent for taxable years beginning after December 31. 1979.In this explanation, the requirement in referred to as the 90-percent income source test.

9 Under this provision, a REIT may commit fraud with intent to evade tax even though
It has a net loss and thus no tax liability for the year in question. This could occur wherea REIT with a net los fraudulently Indicated on the schedule that it had satisfied the
gross income tests so that it could avoid beinredisquaflded for the 5-year period provided
under the committee's amendment.



example, if a REIT willfully fails an income source test for a legiti-
mate business purpose, such failure is nonetheless due to willful
neglect.

Under the committee amendment, in lieu of disqualification, a 100-
percent tax is imposed on the net income attributable to the greater of
the amount by which the REIT failed the 90-percent test or the
75-percent test. To determine such net income, the amount by which
the respective test is failed is multiplied by a fraction which reflects
the average profitability of the REIT. The numerator of the fraction
is real estate investment trust taxable income for the year in question
(determined without regard to deductions for 'certain taxes and het
operating losses, and by excluding certain capital gains). The denomi-
nator of the fraction is thegross income of the REIT for the year
in question (determined without regard to gross income from pro-
hibited transactions, certain gross income from foreclosure property,
and certain capital gains and losses). This fraction provides a simpli-
fied way to determine the net income of the REIT from the nonquali-
fying income in question, without requiring an apportionment or
allocation of specific deductions or expenses.

Under the House bill, if the REIT had reasonable grounds to
believe and did believe that the nature and amount of its gross income
satisfied the income source tests, but it was subsequently determined
on audit that it did not meet the income source tests, such a REIT
would not be disqualified. In these cases, the House bill would impose
a tax at the corporate rate of 48 percent on the net income attribu-
table to the amount of gross income by which the REIT failed
the 90-percent test, the 75-percent test, and the 1-percent-holding-
for-sale income test included in the House bill. Under the House bill,
this 48 percent tax would be cumulative. Because it would be possible
for the same item of income to cause the REIT to fail all three income
source tests, the House bill could as explained above, result in a tax
equal to 192 percent of the net income attributable to that item. The
committee believes that such a result is unwarranted. Consequently the
committee amendment imposes a 100-percent tax on the greater of the
amount by which the REIT fails the 90-percent income test or the
75-percent income test."0

Under the House bill, it would be impossible for a REIT to avoid
disqualification if it learned that it failed to meet the income source
tests before it filed its income tax return (even though it had reason-
able cause to believe that it would meet the income source tests when
it entered into the transaction which gave rise to the disqualifying
income). The committee believes that such a result is unintended.
Instead, the committee amendment permits the RELT to self-assess
the 100-percent tax if the REIT meets the requirements described
above.

It is not necessary that the schedule attached to the return referred
to above indicate that the REIT has in fact satisfied income source
tests. However, the 100-percent tax will not apply and the REIT will

"nder the eod o,"ltt.e's amendment, the toereent-holding.forsale Income test Is
eliminated, holdlng-forsae income Is not taken Into account for purposess of the 75-
or - te.c.nt. Incometents, and such. Income Is subject to a separate, algie tax of 100

Atncent.



be disqualified if the REIT does not meet the income source tests and
the inclusion of any incorrect evidence in the schedule is due to fraud
with an intent to evade tax.

It is the committee's intention that the schedule which the REIT
mast attach to its return to avoid disqualification contain a break-
down, or listing, of the total amount of gross income falling under
each of the separate subparagraphs of section 856(c) (2) and (3).
Thus, for example, it is intended that the REIT, for pur poses of list-
ing its income from sources described in section 856(c) (2), would
list separately the total amount of dividends, the total amount of
interest, the total amount of rents from real property, etc. It is not
the intention of the committee that the listing be on a lease-by-lease,
loan-by-loan, or project-by-project basis. It is expected, however, that
the REIT will maintain adequate records with which to substantiate
the total amounts listed in the schedule upon audit by the Internal
Revenue Service.

5. Other Changes in Limitations and Requirements (sees. 1604,
1606-7 of the bill and sec. 856 of the Code)

95 percent income soUrce test.-Under present law, 10 percent of a
REIT's gross income may be from nonqualified sources. However, the
provisions of the committee amendment, as discussed below, remove a
significant portion of income customarily received by REITs from
the category of nonqualified income. In addition, under other provi-
sions of the amendment, discussed above, a REIT will no longer be
automatically disqualified where it fails to satisfy the income source
tests, so there is less need to allow a REIT to have such income as a
hedge against inadvertent disqualification. Consequently, both the
committee amendment and the House bill increase the 90-percent in-
come source test to 95 percent, so that, generally, nonqualified income
may not exceed 5 percent of gross income. The committee amendment,
however, delays the effective date until taxable years beginning after
December 81, 1979, in order to give REITs an opportunity to nego-
tiate modifications of existing arrangements which may be producing
nonqualified income. For purposes of this test, as well as the 75-percent
income source test, the committee amendment excludes gain from
prohibited transactions from a BELT's total gross income as well as
from gross income qualifying for the income tes4.

Under the House bill, a tax is to be imposed on all nonpassive in-
come (that is, income not described in sec. 856(c) (2)),, eye'i? the
REIT satisfies all of the income source tests for the!aer. The com-
mittee believes that both an increase in the passive income source
requirement to 95 percent and the imposition of a tax on nonpassive
income is unwarranted and, consequently, the committee amendment
has deleted the tax on nonpassive income.

In fusion in ualifted income of charges for customary services.-
Under present law, amounts received by a REIT for services rendered
to tenants, where no separate charge is made, will qualify for the 75-
percent and 90-percent source tests if the services are customary and
are furnished by an independent contractor. However, if a separate
charge is piade for customary services fjrniohed by an independent
aoitractor, the income tax rogmti.QRs ke the position that the



amount of the charge must be received and retained by the independ-
ent contractor and not by the REIT. This restriction on separate
charges for customarily furnished services often does not follow nor-
mal commercial practice. Consequently, the committee amendment
and the House bill provide that amounts received by a REIT as
charges for services customarily furnished or rendered in con-
nection with the rental of real property will be treated as rents
}from real property whether or not the charges are separately
stated. The committee intends that, with respect to any particu-
lar building, services provided to tenants should be regarded as
customary, if, in the geographic market within which the building
is located, tenants in buildings which are of a similar class (for ex-
ample, luxury apartment buildings) are customarily provided with
the service. Also, in those situations where it is customary to furnish
electricity to tenants, the committee intends that the submetering
of electricity to tenants be regarded as a customary service.

Inclusion in qualified income of rent from incidental personal prop-
erty.-Under present law, where an amount of rent is received with
respect to property which consists of both real and personal property,
such as a furnished apartment building, an apportionment of the rent
is required. Only that part of the rent which is attributable to real
property is treated as qualifying income for purposes of the income
source tests.

The committee believes that where rents attributable to such per-
sonal property are an insubstantial amount of the total rents received
or accrued under lease covering both real and personal property the
rents should be treated as qualified income. Thus, the committee amend-
ment adopts the rule of the House bill that rents attributable to per-
sonal property which is leased under or in connection with the lease of
real property will be treated as rents from real property (and thus
qualified for purposes of the income source tests) if the rent attributa-
ble to the personal property is not more than 15 percent of the total
rent for the year under the lease.

The committee amendment also adopts the apportionment formula
in the House bill for determining if the 15 percent test is met. Under
the committee amendment, the 15 percent test is to be examined for
each lease of real property. For each lease, the rent attributable to
personal property is that portion of the total rent under the lease for
the year determined by multiplying total rent times a fraction; the
numerator of the fraction is the average of the adjusted basis of the
personal property at the beginning and at the end of the taxable year;
the denominator of the fraction is the average of the aggregate ad-
justed bases of both the real property and personal property at the
beginning and at the end of the-taxable year. If the rent attributable
to personal property under this formula is greater than 15 percent of
the total rent under the lease, then all rent attributable to personal
property from the lease will be treated as nonqualifying income. In
order to provide for ease of administration, the committee believes it
would be appropriate for a REIT which rents units in a multiple unit
project under substantially similar leases (for example an apartment
building) to apply the apportionment test on the basis of the project
as a whole.



Under present law, a similar problem of allocation exists with re-
spect to interest on obligations secured by real property. While the
committee believes a de minimie rule in this area is also appropriate,
the committee amendment does not provide such a rule since the Treas-
ury Department has indicated through the publication of proposed
regulations that the issue can be resolved administratively.

Inchtsion in qualified income of commitment fees.-Under present
law, compensation received for an agreement to lend money where the
loan is secured by real property, or received in connection with a pur-
chase or lease of real property, is not treated as qualifying income for
the income source tests. Since these fees are often part of the lending
activities of a, real estate investment trust, and are essentially passive
in nature, both the committee amendment and the House bill include
such fees as qualifying income for purposes of the 75-percent and 90-
percent income source tests. The bill, however, is not intended to alter
present law with respect to whether such fees constitute income. For
example, a fee received for agreeing to purchase real property does not
constitute income unless and until the right to require the purchase ex-
pires unexercised; if such right is exercised, the fee results in a basis
adjustment.

Inclusion in qalifying assets of options to purchase real property.-
Under present law, it is not clear whether options to purchase real
property constitute qualified assets for purposes of the 75-percent
asset test nor is it clear whether gain from the sale of options on real
property is qualified income for purposes of the 75-percent income test.
Since investment in options to acquire real property may be important
in the operations of a real estate investment trust, such options are
treated under the bill as "interests in real property" for purposes of
these tests.

Use of corporate fri.-Under present law, a real estate investment
trust must be an unincorporated trust or unincorporated association.
The committee understands that this requirement has caused operat-
ing problems for some REITs under State law. Consequently, the
committee amendment adopts the rule in the House bill which pro-
vides that REITs are to be permitted to operate in corporate form.
However, the committee's amendment makes clear that banks and
insurance companies, which typically are engaged in other nonpassive
activities, cannot qualify as REITs under these provisions.

30-percent income test.-Since the committee amendment permits
REITs to have income from the sale or other disposition of property
held for sale to customers, the 30-percent income test is amended by
the bill to include income from the sale of such property (not includ-
ing foreclosure property). In addition, the 30-percent test is amended
to include income from the sale of interests in mortgages on real
property held for less than four years as well as other interests in real
property. The House bill contains the same provision.

Definition of "interest" for income source tests.-Following present
law with respect to rents, the committee amendment and the House
bill provide that "interest" does not include any amount which de-
pends, in whole or in part, on the income or profits of any person. This
is part of the overall requirement that a REIT be a passive investor
and not participate in active business through a profit participation.
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As in the case of contingent rents (discussed below), however, the com-
mittee amendment provides that where a REIT receives amounts which
would be excluded from the term "interest" solely because the debtor of
the REIT receives amounts based on the income or profits of any per-
son, only a proportionate part of the amount received by the REIT will
fail to qualify as interest. The committee believes that the approach
described below with respect to the determination of the proportionate
part of contingent rents which do not qualify is also a reasonable ap-
proach for determining the proportionate part of contingent interest
that does not qualify. These interest provisions will apply only with
respect to loans made after May 27, 1976. A loan is to be considered
as made on or prior to May 27,1976, if it was made pursuant to a bind-
ing commitment entered into on or before that date.

The committee intends that this provision is to have no effect whatso-
ever on the definition of the term "interest" for any other purpose.

Contnqent rent.-Under present law, rent received or accrued with
respect to real property which is based, in whole or in part, upon the in-
come -or profits derived by any person from the leased property does
not qualify for the income source tests. On the other hand, rent received
or accrued with respect to real property which is based solely upon a
fixed percentage or percentages of receipts or sales does qualify for the
income source tests. Where a REIT receives rent, a portion of which
is based on a percentage of its tenant's gross receipts, and the gross re-
ceipts of. its tenants include amounts based upon income or profits
derived by any party from the property, the entire amount of the rent
is non-qualifying income (and not just the portion attributable to the
income or profit). For example, whare the REIT leases a shopping
center to a prime tenant for a rent which consists of a fixed-dollar
amount plus a percentage of the prime tenant's gross receipts and the
prime tenant leases one store in the shopping center to a subtenant for a
rent which includes a percentage of the subtenant's profits, the entire
amount of rent, fixed and contingent, received by the REIT from
the prime tenant is nonqualifying income since the rent depends, in
part, upon the income or profits derived by a person deriving income
rom the property (the subtenant). The committee believes that this

rule is unduly harsh since only a portion of the rent received by the
REIT is dependent upon the income or profits derived from the
property. Moreover, it often is very difficult for a REIT to control the
terms of the leases which the prime tenant enters into with its subten-
ants. Consequently, the committee has added an amendment under
which only a proportionate part of the rent received by a REIT from
a prime tenant is nonqualifying income to the REIT where the gross
receipts of the prime tenant are based upon the net income of a person
derived from the property. The proportionate part is to be determined
under regulations to be prescribed by the Secretary of the Treasury.

The committee believes the following is one reasonable approach
which the Secretarv of the Treasury may wish to adopt in those regu-
lations. Where a REIT rents property to a prime tenant for a rental
which is, in whole or in part, contingent on the receipts or sales of that
prime tenant, and the rent which the REIT receives would be non-
oualified income solely because the prime tenant receives or accures
from subtenants rent based on the income or profits derived by any



person from such property, then the portion of the rent received by
the REIT which is non-qualified will be the lesser of the following
two amounts: (a) the contingent rent received by the REIT, or (b) an
amount determined by multiplying the total rent which the REIT
receives from the prime tenant by a fraction, the numerator of which
is the. rent received by the prime tenant which is based, in whole or in
part, on the income or profits derived by any person from the prop-
erty and the denominator of which is the total rent received by the
prime tenant from the property. For example, assume a REIT owns
land underlying a shopping center which it rents to the owner of
the shopping center structure for an annual rent of $10x plus 2 per-
cent of the gross receipts which the prime tenant receives from sub-
tenants which lease space in the shopping center. Assume further
that, for the year in question, the prime tenant derives total rent
from the shopping center of $100x and, of that amount, $25x is
received from subtenants whose rent is based, in whole or in part,
on the income or profits derived from the property.1 Accordingly
the REIT will receive contingent rent of $2x (for a total rent of
$12x). The portion of that rent which is disqualified is the lesser
of (a) $2x (the contingent rent received by the REIT), or (b) $3x
($12x multiplied by $25x/$100x). Accordingly, $10x of the rent re-

ceived by the REIT is qualified income and $2x is nonqualified income.
Net operating loss carryovet.-Under present law, a REIT is not

permitted a net operating loss deduction. However, a REIT which
voluntarily disqualifies itself as a REIT can carry forward a net
operating loss arising in a year for which the trust qualifies as a
REIT to a year for which the trust does not so qualify and claim a
deduction in such year for the loss. As a result, a REIT which incurs
a net operating loss may decide to voluntarily disqualify itself in order
te use its loss carryover. The committee believes that a rule which forces
a ELT to disqualify itself in order to be allowed a deduction which
regular corporations are permitted imposes an unreasonable restric-
tion on RELT status. Consequently, the committee has added an
amendment to the House 'bill which permits a net operating loss
carryover '2 in computing real estate investment trust taxable income
for eight taxable years after the year in 'which the loss was incurred.

Ordinary lots ojetting capital gaih.-Under present law, a REIT
is taxed separately at a flat 30-percent rate on the excess of any net
long-term capital gain over the sum of any net short-term capital loss
and the deduction for capital gains dividends paid to its shareholders.
The alternative tax on capital gains Which permits a taxpayer to offset
capital gains with ordinary losses, although generally available to cor-
porations, is not available to REITs. Accordingly, a REIT cannot use
an ordinary loss incurred during a taxable year to offset its capital

- It is irrelevant for purposes of this formula whether the reason that rent received by
the prime tenant from the subtenant is based, In whole or in part, on income or profits is
that (a) the lease between the arime tenant and the subtenant requires the payment of a
percentage of profits. or (b) the lease between the prime tenant and the subtenantrequirs the payment of a percentage of gross receipts and a concession agreement
between the subtenant and a esnceseonaire requires the payment of a percentage of the
consesdonoire's orofita to the shenantRSince SITs receive a deduction for income distributed to their shareholders, it would
not be administratively feasible to allow a net operating loss earryback to a year for
which the taxpayer was taxable as a 5IT, sine alowanro of a net operating ssa carry-
back might have the effect of rearacterising as a return of capital amounts distributed
as jvidends. Accordingly, the committee amendment does not allow a net operating ios
to be carried back to a taxable year for which the taxpayer qualifies to be taxed as a EIT.



gains. As in the case of the operating loss carryovers, this rule has
caused some REITs to intentionally disqualify. The committee be-
lieves that REITs should not be treated more harshly than regular
corporations in this regard. Consequently, the committee has added
an amendment to the House bill which, in essence, allows ordinary
losses to offset the undistributed excess of net long-term capital gains
over net short-term capital losses. Under the committee amendment, a
REIT will compute its tax on capital gains under two methods, and
determine its tax under the method which produces the lower tax lia-
bility. Under the first method, the tax on the capital gain is any addi-
tional tax arising from the inclusion of the excess of net long-term
capital gain over net short-term capital loss in the trust's real estate
investment trust taxable income. The second method is identical to
existing law-that is, a flat 30-percent tax on such undistributed excess
capital gain.

Vol thtry diaqualiflcetion-Under present law, an election to be
taxed as a REIT is irrevocable. If, however, a trust, either intentionally
or unintentionally, fails to qualify to be taxed as a REIT for one tax-
able vear, such trust may, nevertheless, requalify to be taxed as a
REIT in the next succeeding taxable year. The committee does not
believe it should be necessary for a REIT to contrive to fail one or
more tests for qualification in order to terminate its REIT status.
Accordingly, the committee amendment provides that a taxpayer may
revoke its REIT election after the first taxable year for which the
election is effective. The revocation must be made in the manner srec-
ified by the Secretary of the Treasury in regulations and must be
made on or before the 90th day of the first taxable year for which the
revocation is to be effective.

The committee also believes that since the net operating loss deduc-
tion and the alternative tax with respect to capital gains have been
made available to REITs, taxpayers should not intentionally switch
between REIT and regular corporate status. Accordinrlv, the com-
mittee amendment provides that if an election as a REIT has been
revoked or terminated, the corporation, trust, or association (and any
successor) shall not be eligible to make a new election until the fifth
taxable year following the year for which the revocation or termina-
tion is effective. The five-year disqualification will not apply in the
case of a termination, however, if the taxpayer (1) does not willfully
fail to file an income tax return, (2) does not commit fraud in its
return, and (3) establishes to the satisfaction of the Secretary of the
Treasury that the failure to qualify as a REIT was due to reasonable
cause and not due to willful neglect.

If a REIT has revoked or terminated its election, the prohibition
on making a new election applies with respect to a successor of the
REIT. It is the intent of the committee that similar rules apply for
purposes of determining whether a corporation, trust, or association is
a successor for purposes of section 856(g) (3) as apply for the pur-
pose of determining under section 1372(f) whether a corporation is a
successor to an electing small business corporation.

Effectie date
The provisions of the committee amendment that provide for a

deficiency dividend procedure are to apply to determinations that oc-
cur after the date of enactment



The provisions that provide that a REIT is not to be disqualified
in certain cases if it fails to meet the income source tests are to applY
to taxotble years beginning after the date of enactment. Also, such
provisions are to apply to taxable years of a REIT beginning before
the date of enactment if, as the result of a determination occurring
after the date of enactment, such trust does not meet the income source
requirements for such taxable year. In any case, however, the provi-
sions of the amendment requiring a schedule to be attached to the
income tax return are to apply only to taxable years beginning after
the date of enactment.

The provisions of the amendment that provide for an alternative
tax on capital gains of REITs and a deduction for net operating lasses
of REITs are to apply to taxable years ending after the date of en-
actment. (However, the provision that prohibits the carryback of a
loss arsing in a year in which the taxpayer qualifies to be taxed as a
REIT would prevent such a loss which arose in any taxable year end-
ing after the date of enactment from being carried back to any taxable
year ending on or before the date of enactment.)

The provisions that provide that a REIT which intentionally dis-
qualifies cannot requalify for five years is to apply to taxable years
beginning after the date of enactment. However, the five-year pro-hibition on requalificatin will not ap ply to a REIT unless it qualifies
to be taxed as a REIT for a taxable year ending after the date of

enactment and subsequently intentionally fails to qualify.
The provisions that eliminate the requirement that a REIT not

hold any property (other than foreclosure property) primarily for
sale to customers in the ordinary course of its trade or business are to
apply to taxable years beginning after the date of enactment. How-
ever, if after the date of enactment, it is determined on audit that a
REIT violated the "holding for sale" prohibition for any taxable year
ending on or before the date of enactment, the amendment will permit
the REIT to elect to have the provisions apply which prevent disquali-
fication but which instead impose a 100-percent tax on net income from
prohibited transactions.

All other provisions of the committee amendment relating to
REITs apply to taxable years beginning after the date of enactment.

Revenue effect
These provisions are estimated not to have any significant revenue

effect



Q. RAILROAD PROVISIONS

1. Amortizaton of track accounts (sec. 1702 of the bill and see. 189
of the Code)

Present law
Business taxpayers in general are required under present law (see.

263) to capitalize improvements and betterments to business and
productive assets, and are generally allowed to recover these costa
through depreciation deductions (sec. 167). Repairs to business and
productive assets may in most cases be deducted as a current expense.

The railroad industry, however, generally has elected to use for
tax purposes what is called the "retirement-replacement" method of
accounting for railroad track (rail) and ties, and other items in the
track accounts, instead of one of the other methods of depreciation
which are used by business taxpayers generally.

For assets accounted for under the retirement-replacement method,
no annual deduction for depreciation is claimed and no depreciation
reserve is maintained. Under the retirement method, when new track
is laid, the costs (both materials and labor) of the track and ties are
capitalized. No depreciation is claimed on the original installation,
but instead, when the original track or ties are replaced in later years
with track or ties of a like kind or quality, the costs of the replace-
ments (both materials and labor) are deducted as current expense.
This rule would apply, for example, when wood crosaties are re-
placed with new wood ties. When the replacement is of an improved
quality, it istreated as a betterment, under which the betterment por-
tion of the replacement is capitalized and the remainder is expensed.
For example, if 80-pound rail is replaced with 100-pound rail, the
cost of the 20-pound betterment portion is capitalized and the cost
of the 80-pound replacement portion, less the salvage value of the
recovered rail, is charged to expense, along with all labor costs in-
curred in the replacement.'

The same rules apply generally to other items in railroad track
accounts, such as ballast, fasteners, other track materials, and related
labor, where the retirement-replacement method of accounting is used.
However, machinery which is used to build and repair rail track-
age is maintained in separate accounts and depreciated using one of
the other generally available methods for depreciation. 2

The retirement-replacement method of depreciation and other de-
preciation methods are treated as being mutually exclusive in applica-
tion to a railroad's track asset accounts. As a result, where a railroad
has elected to use the retirement-replacement method under which
it currently deducts replacements of existing rail, ties, ballast and

'A replacement with a different or Improved type or kind of track or tie win, on the
other hand, be treated as a retirement and substitut on.

2 Roadway equipment of railroads is allowed an "asset depreciation range" of 11 to i
yaan under the class life A.D.R. system set forth in Rev. Proc. 72-10. 192-1 Cum.
Bull. 721.



481

other track items, it may not depreciate or amortize the costs involved
in laying the original track. These original costs may only be deducted
when the line is abandoned or retired.3

Reasons for change.
It has been indicated that much of American railway trackage

is in a serious state of disrepair. In addition, it is indicated that the
marginal profitability of some railroads restricts the availability of
funds for the railroads to use in repairin5 and modernizing their
trackage. Because of these factors, the committee has decided to allow
an election under which the costs capitalized in railroad track accounts
may be amortized over a 10-year period.

Explanation of provision.
The committee amendment provides an election for railroads to use

10-year straight-line amortization for costs which are capitalized in
their track assets under the retirement-replacement method of ac-
counting. There was no comparable provision in the House bill.

The track accounts for which this treatment is available are those
presently in property accounts numbered 8 through 12 under the Inter-
state Commerce Commission Uniform System of Accounts for Rail-
road Companies. The specific items covered include ties, rail, other
track materials (fasteners, etc.), ballast and labor costs associated with
the installation of these materials.

For these track materials placed in service after December 31, 1976,
a taxpayer which uses the retirement-replacemepat method may thus
elect to use the 10-year amortization provision for those costs which
are, under the retirement-replacement method, required to be
capitalized in the track accounts.

Once the amortization election is made, it is to apply to all track
costs capitalized to the track accounts in future years, unless the
permissdon of the Secretary or his delegate is obtained to revoke the
election. The Secretar or is delegate is authorized to mandate con-
ditions and require adjustments in conjunction with granting permis-
sion to revoke the election. If railroad track assets are retired or
abandoned during the amortization period for these assets, other than
because of a casualty (such as a fire or flood), no loss or other deduction
will be allowed because of the retirement or abandonment. Instead,
the amortization deduction will continue for these assets.

Since this amortization election does not interfere in any way with
the eligibility of the track account items for the investment credit,
track account items for purposes of the investment credit are to be
considered as having useful lives equal to the amortization period.

The Secretary or his delegate is authorized to prescribe regulations
to carry out the purpose of these provisions, including, for example,
a requirement that vintage accounts be maintained in order to facilitate
accounting and reporting amortization under the election.

SThis issue was recently litigated before the Tax Court. In Thesapeake Oho Re. Co.
V. ommsstoner. 64 T".C. 3,52 (19T5) the taxnayer contended that it was entitled to
combine the two methods of depreciation for its track accounts and it estimated the
useful life of its cautained original track costs was 50 years. The court held that since
the taxpayer had elected to use the retirement-replacement method of depreciation for
its track accounts, rather than one of the generally available other methods Of deprecia-
tion, the taxpayer could not In efect change Its depreciation method (toa combinaton
of methods) without the consent of the Commissioner and it could not therefore depre-
elate its capitalized track cots.



Eff .cti'ee date
The election provided by this amendment will apply to amounts paid

or incurred after December 31. 1975, for track properties placed'in
service during taxable years beginning after this date.

Revenue effect
This provision will reduce budget receipts by $4 million in fiscal

year 1977, $10 million in fiscal year 1978, and $28 million in fiscal year
1981.

2. Treatment of Certain Railroad Ties (sec. 1702 of the bill and

sec. 263 of the Code)

Present Lawe
Business taxpayers -in general are required to capitalize improve-

ments and betterments to business and productive assets and are gen-
erally allowed to recover these costs through depreciation. The railroad
industry, however, generally uses for tax purposes what is called the
"retirement-replacement" method of accounting for railroad track
(rail) and ties, and other items in the track accounts.
. For assets accounted for under the retirement-replacement method,

when new track is laid, the costs (both materials and labor) of the
track and ties are capitalized. No depreciation is claimed on the
original installation, but these original costs may be written off if the
line is retired or abandoned. If the original installation is replaced
with track or ties of a like kind or quality, the costs of the replacements
(both materials and.labor) are deducted as current expense. This rule-
applies, for example, when wood crbssties are replaced with new wood
ties. When'the replacement is of an improved quality, it is treated as
a betterment, under which the betterment portion of the replacement
is capitalized and the remainder is expensed.

A replacement with a different or improved type or kind of track
or tie are, on the other hand, treated as a retirement and substitution.
Under this procedure, for example, when existing wood railroad ties
are replaced with concrete ties, the Service has held (in Rev. Rul. 68-
418, 1968-2 Cum. Bull. 115) that this replacement constitutes a retire-
ment and substitution. As a result, the material and labor costs for the
new concrete ties are to be capitalized and the costs of the old wood
ties are removed from the asset account and expensed. The same treat-
ment would apply where wood ties are replaced by ties made of steel,
plastic, wood laminate, or other substitute materials which are of a
different or improved type and kind.

Reasons for change
American railroads have traditionally used crossties made of hard-

wood timber. During some recent years, however, a shortage in hard-
wood ties has developed due to increased demand by competing users
of hardwoods and the cyclical nature in the level of railrbad track
maintenance. As a result, the American railroads have begun experi-
menting with crossties made of substitute materials, such as concrete
(and to a lesser extent, steel), both of which are significantly more
expensive than hardwood ties.
. The use of concrete croasties has been quite successful'in some for
elgn couitties wheresudhties have been used extensively jar a'numbk



of years. However, the recent experimental use by American railroads
suggest that under some usage conditions concrete ties, as they are
presently designed, may have useful lives which are no longer than the
useful lives o wood ties. However, it is likely these design problems
With concrete ties will be solved or that other nonwood substitute
materials (such as steel, plastic, etc.) with extended or indeterminate
useful lives will be used. As a result, the committee believes that
replacement use of railroad ties made of concrete or other substitute
materials should be treated as betterments under the retirement-
replacement method of tax accounting.

Explanation of pro-ion
The committee amendment provides an exception to the general

capitalization rules to require a modified type of betterment treatment
where a domestic railroad, which uses the retirement-replacement
method of accounting for depreciation of its railroad track accounts,
acquires and installs replacement ties which are of a different or im-
proved type or quality. Under this betterment treatment the taxpayer
may deduct currently the costs of the improved replacement tie to the
extent of the current material and installation replacement costs of the
prior type of tie. When a wood tie is replaced with a concrete tie,
for example, any excess in the costs of the concrete replacement tie is
to be capitalized. In addition, the current deductions for the replace-
ment tie is, as under current law, reduced by the salvage value of the
wood tie which is recovered in the replacement process. This
amendment is a substitute for the House provision under which the
entire costs of a different or improved type of railroad tie were allowed
to be deducted currently.

Effective date
This amendment will apply to amounts paid or incurred after

December 31, 1975, in taxable years beginning after this date.
Revenue effect

It is estimated that this provision will result in a decrease in budget
receipts of less than $5 million annually.
3. Amortization of Railroad Grading and Tunnel Bores (sec. 1702

of the bill and sec. 185 of the Code)
Present tan

Domestic railroad common carriers may amortize railroad grading
and tunnel bores placed in service after 1968 on a straight-line basis
over a 50 year period. This amortization deduction is to 'be in lieu
of any depreciation or any other amortization deduction for these
grading and tunnel bores for any year for which the election applies.
If the taxpayer elects to use this provision, it applies to all railroad
grading and tunnel bores qualified for this amortization, unless the
Secretary permits the taxpayer to revoke the election. The 50-year
amortization period begins the year following the year the property
is placed in service.

Railroad grading and tunnel bores, for which the 50-year amortiza-
tion deduction is available, are all improvements that result from
excavations (including tunneling), construction of embankments,



clearings, diversions of roads and streams, sodding of slopes, and from
similar work necessary to provide, construct, reconstruct, alter, protect,
improve, replace or restore a roadbed or right-of-way for railroad
track. Expenditures incurred from such improvements to an existing
roadbed or railroad right-of-way are treated as costs incurred for
property placed in sevice in the year in which the costs are incurred.

If a railroad grading or tunnel bore is retired or abandoned during
a year for which this provision is in effect with respect to it, no deduc-
tion is to be allowed because of the retirement or abandonment. Instead,
the amortization deduction under this provision is to continue to apply
in the case of this property. An exception to this rule, however, is
provided where the retirement or abandonment is attributable pri-
marily to fire, storm, or other casualty. In such cases, the casualty loss
deduction will be available in lieu of any further amortization
ddeuction.

Reasons for change
Until the Tax Reform Act of 1969, no depreciation or amortization

deduction could be taken by railroads for construction of railroad
grading and tunnel bores. Although these expenses could be capital-
ized, railroads could not depreciate them over any period because the
length of their useful life is uncertain and, it seemed, indefinitely long.

In enacting this provision in 1969, Congress decided that uncertainty
about the expected useful life of railroad grading and tunnel bores
could be resolved by selecting an arbitrary, long period as the useful
life. Thus, railroads slowly could recoup the costs of these investments
in relatively small annual charges.

Since approving the allowance for 50-year amortization was a sig-
nificant departure from existing tax policy. Congress chose in 1969
to provide amortization for railroad grading and tunnel bores only on
a prospective basis. As a result, the cost of this property placed in
service before 1969 has not been depreciable for tax purposes, unless
a useful life was established for tax purposes.

In the intervening period, the committee has studied whether amor-
tization of past investments in railroad property should be permitted
on this basis. The basic issue of allowing amortization of this other-
wise nondepreciable property was resolved in the 1969 Act, and fair
valuation of property placed in service in the past has been reached
for the vast majority of grading and tunnel bores by the Interstate
Commerce Commission and counterpart State regulatory bodies. As
a result, your committee believes it is now appropriate to extend the
50-year amortization to railroad grading and tunnel bores placed in
service before 1969.

In some instances in recent years, taxpayers have entered into litiga-
tion with the Federal Government to establish a depreciable base for
railroad grading and tunnel bores under pre-1969 law. The committee
does not intend that the election for 50-year amortization in section
185 will prejudice the rights of a taxpayer to seek an administrative
or judicial determination of a depreciable base.

Explanation of provision
The committee amendment provides that taxpayers may elect 50-

year amortization for railroad grading and tunnel bores placed in serv-
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ice before January 1, 1969 (pre-1969 railroad grading and tunnel
bores). The provision is the same as that included in the House bill.
The amortizable basis of pre-1969 grading and tunnel bores that were
acquired or constructed after February 28, 1913, is to be the adjusted

basis of the property for determining capital gain in the hands of the
taxpayer. For grading and tunnel bores in existence on February 28,
1913, the amortizable basis is to be that ascertained by the Interstate
Commerce Commission as the property's cost of reproduction new,
i.e., the then current cost of reproduction. If the valuation was made
by a State regulatory agency that is the counterpart of the ICC, the
adjusted basis of the property is to be the value of the property origi-
nally determined by the State agency. Where it has not been possible
to establish a valuation for amortization under either of the procedures
referred to, but the taxpayer or the Secretary can establish the ad-
justed basis for determining gain of the property in the hands of the
taxpayer, the adjusted basis of the property in the hands of the tax-
payer for determining gain is to be used.

The rules for determining the basis of railroad grading and tunnel
bores are tied directly to existing procedures for that purpose. Since
March 1,1913, the Interstate Commerce Commission has been respon-
sible for establishing the valuation of all railroad property, employ-
ing alternative valuation methods which include among them the cost
of reproduction new. State governments generally have instructed
their regulatory commissions to institute parallel evaluations for rail-
road property that would not be included within the ICC jurisdiction.

Grading and tunnel bores acquired or constructed since 1913 have
readily established basis values because actual costs will have been
established by the ICC or a State commission. Similarly, where dis-
putes about valuations have not yet been resolved, the committee
decided that for the purpose of this provision it would utilize a valua-
tion that already had been determined for another Federal tax pur-
pose, namely, the basis for determination of capital gain or loss.

Effective date
This provision is to be effective for any taxable year that begins after

December 31,1974.
Bevemwe effect

It is estimated that this provision will result in a decrease in budget
receipts of $21 million in fiscal year 1977 and $18 million a year
thereafter.

4. Limitation on use of investment tax credit for railroad prop-
erty (see. 1701 of the bill and sec. 46 of the Code)

Present law
The amount of the credit that a taxpayer may take in any one year

generally cannot exceed the first $25,000 of tax liability (as otherwise
computed) plus 50 percent of the tax liability in excess of $25,000.
However, in the case of public utility property, the 50-percent limit
has been increased to 100 percent for 1975 and 1976, 90 percent for
1977, 80 percent for 1978, 70 percent for 1979, and 60 percent for 1980.

Investment credits which because of the limitation cannot be used in
the current year may be carried back 3 taxable years and then carried



forward 7 taxable years and used in those years to the extent permis-
sible within the limitations applicable in those years. Unused invest-
ment credits that are carried back or carried forward to another year
may be used to offset tax liability in the year in question only after
credits earned in that year have been used to offset tax liability in
that year.

Reason for change
Railroads have been investing heavily in equipment and facilities

during the past several years in order to expand the ability of the
railroad system to handle an increasing volume of traffic and to mod-
ernize the system through replacement of obsolete and obsolescent
equipment and facilities. Additional expansion of the railroad sys-
tem also is needed to connect new and reopened coal mines with prin-
cipal railroad routes as reliance on coal as a fuel and energy source
increases relative to other sources. Railroad equipment and facilities
tend to be capital intensive and long-lived.

In contrast with the growth in investment requirements, earnings
of railroad companies have been relatively small. Because the limita-
tions on the amount of investment credit that may be claimed in a
given year are expressed in terms of a percentage of tax liability, the
low earnings has left railroad companies with substantial amounts of
unused investment credits which soon will expire. The railroads also
face the prospect that future investment credits earned on the instal-
lation of new equipment and facilities will accrue faster than profits
and tax liabilities grow. As a result, railroads may continue to lose
unused investment credits at the end of the carryforward period even
though the investment was undertaken in anticipation of reducing
future tax liabilities to the full extent of the credits they earned.

The committee's decision to relieve all taxpayers of the problem of
unused credits by making them refundable in the future does not pro-
vide any taxpayer relief currently or in the future before 1984. The
decision to allow two additional years (1977 and 1978) of carryfor-
ward for credits that expire at the end of 1976 would not be helpful
to the railroads because present investment plans through 1978 will
generate enough credits for most railroads to virtually use up the full
amount of the limitation against current tax liability.

In view of these considerations the committee believed that addi-
tional steps are necessary to assist the railroads in applying unused
investment credits against their tax liability.

Explanation of the provision
Restructuring sequence of credits.-Under the committee amend-

ment in applying investment credits against tax liability in any cur-
rent tax year, railroads are to be allowed to apply unused credits earned
in the earliest year first, then the second earliest year and so forth, until
all unused credits earned in prior years have been used up, before cred-
its earned in the current year are to be applied apainst current tax
liability. If the sum of prior year credits exceeds the amount of cur-
rent tax liability that may be offset, unused credits from the most
recent prior years and from the current year are to be carried forward
to the next year. There was no comnarable Trovision in the House
bill. For illustration, assume that a taxpayer has unused credits from



year 1 which have been carried forward 6 years to year 7. Assume there
are no unused credits arising in the intervening years. In year 7, the
committee amendment provides that the carryforward from year I (to
the extent not used in prior years) is to be applied against that year's
tax liability before any credits earned currently. Under present law,
the credit carried over from year 1 would, of course, be applied against
year 8 tax liability only to the extent there was income in the current
year (within the limitation) that had not been offset by credits earned
currently.

Temporary increase in limitation of liability.-The committee also
provided a temporary increase in the limitation on the amount of in-
vestment tax credit which may be used in a year. This provision per-
mits railroads to apply investment tax credits against 100 percent of
their tax liability in 1977 and 1978. This limitation decreases by 10
percentage points in each of the subsequent five years until the limita-
tion reverts to 50 percent in 1983. This provision is analogous to the
increase in the limitation on use of the investment credit that was
enacted for public utility property in the Tax Reduction Act of 1975.

There are no comparable provisions in the House bill.
Effective date

Restructuring the carryback and carryforward provisions of the
investment credit to permit prior year unused credits to be offset
aainst current tax liability before current year credits is to be effec-
tive with respect to computations made in years ending after Decem-
ber 31, 1975.

The temporary increase in the limitation to 100 percent is to be
effective with respect to computations made in years ending after
December 31, 1976.

Revenue effect
This provision will reduce budget receipts by $29 million in fiscal

year 1977, $66 million in fiscal year 1978, and $41 million in fiscal
year 1981.
5. Investment credit for certain railroad property (sec. 703 of

the bill and sec. 46 of the Code)
Present law

From 1969 through December 31, 1975, railroad rolling stock had
been eligible for five-year, straight-line amortization as an alternative
to the usual depreciation choices. When it was enacted, it was provided
ae an incentive for the railroads to continue modernizing and expand-
ing their stock of freight cars and locomotives. The investment tax
credit was repealed effective April 18, 1969, in the same law in which
the amortization provision was enacted. This provision initially was
enacted through 1974 but was subsequently extended through 1975.

Railroad equipment used as an integral part of a communication,
signal or traffic control system, a rolling stock classification yard or a
facility for loading or unloading trailers or containers from railroad
flatcars are eligible for depreciation and the investment credit under
present law provisions. Generally, these types of equipment have 14-
year guideline lives for depreciation purposes and are eligible to select



a depreciation period between 11 and 17 years under the ADR sys-
tem. With useful lives for depreciation purposes in excess of six years,
these types of equipment are eligible for the full investment credit.

Reason for change
Current and prospective rates of growth in railroad traffic are asso-

ciated with the combination of normal growth attributable to growth
in the economy and also to additional traffic as a response to efforts to
economize on consumption of oil and natural gas fuels. In addition,
railroads are increasing their freight-movement capacities by expand-
ing their stocks of railroad cars and by building freight cars able to
carry heavier loads. Furthermore, the facilities for controlling the flow
of traffic, assembling and disassembling trains and for loading or
unloading truck trailers have not been appropriately developed during
long years of financial inability to maintain and modernize the exist-
ing railroad system. An increase in investments in freight carrying
capacity and in the road and track structures could greatly improve
the speed and efficiency of railroad transportation. The needed expan-
sion in railroad transportation services will require very substantial
investments throughout the industry in the years ahead.

The House, in its version of the energy tax bill, provided tempo-
rary tax incentives for the types of railroad investment referred to
above by providing five-year amortization for railroad rolling stock
and for equipment used in communications and control systems, classi-
fications yards and for loading and unloading truck trailers from
freight cars. These provisions were to apply during the period from
January 1, 1975, through December 31, 1979. The House bill also
made the investment credit available to railroad property for which
five-year amortization has been elected. The investment credit avail-
able in these cases, under the House provision, assumed the same use-
ful life for investment credit purposes as for purposes of the five-year
amortization provision. As a result, two-thirds of the credit would
have been available in conjunction with the amortization provision for
equipment and rolling stock that alternatively could have a full invest-
ment credit and be depreciated over 11 years under ADR.

The committee amendment takes into consideration provisions in-
cluded in the House energy tax bill. The committee concluded, how-
ever, that it is more efficient to provide a temporary increase in the
investment credit to 12 percent, in lieu of the generally available 10
percent, and allow the railroads to maintain a uniform, consistent
accounting system for all its depreciable equipment. Use of the five-
year amortization requires establishment of a separate set of account-
ing records for amortization property. The committee amendment
provides a marginally better tax reduction without this compliance
problem.

Explanation of provision
This provision makes available a 12-percent investment credit for

railroad rolling stock and depreciable, tangible property that is an
integral part of (1) a communications, signed or traffic control system,
(2) a rolling stock classification yard, or (8) a facility for loading
and unloading trailers and containers on and from railroad cars.



For the purposes of this provision, equipment that is an integral
part of communications, signal and traffic control systems may include
signals and interlockers and components of electronics communica-
tions systems which may be radio, radar and microwave systems. In
rolling stock classification yards, eligible equipment means the equip-
ment for the routing of railroad rolling stock which includes lighting,
computers, signals and other electronic devices necessary for operation
and control of a classification yard, and facilities for the movement
of cars and locomotives. Facilities for loading or unloading trailers
and containers means structures, fixtures, machinery and appurte-
nances that comprise terminals for this loading and unloading.

Rolling stock includes locomotives and all types of freight cars
used by a domestic railroad on a full-time basis or on a part-time basis
when shared with a Canadian or Mexican railroad common carrier on
a per diem basis. The term rolling stock also includes railroad cars
used predominantly within the United States to haul coal if used by the
taxpayer in his trade or business. This amendment will permit a tax-
payer to purchase, for example, gondolas or hoppers to carry coal from
a coal mine to the site of his business. The taxpayer could be a public
utility that burns coal as the fuel used in generating electricity or
another business which burns coal in relation to a manufacturing
process. Taxpayers who are in the business of purchasing coal for
resale to others, however, are not eligible for the 12 percent credit.

The railroad equipment covered by this provision (except for coal
cars) is equipment used by a common carrier engaged in railroad trans-
portation and subject to the jurisdiction of the Interstate Commerce
Commission. The equipment must be used full-time by a domestic
railroad common carrier or part-time when its only other use is by a
Canadian or Mexican railroad common carrier on a per diem basis.
Qualified railroad equipment also may be used and owned by a carline
company, and by a switching or terminal company at least 95 percent
of whose stock is owned by one or more domestic railroad common
carriers.

Effective date

This provision applies to eligible equipment placed in service after
December 31, 1976, and before January 1, 1982.

Revenue effect

This provision will reduce budget receipts by $2 million in fiscal
year 1977, $5 million in fiscal year 1978, and $5 million in fiscal year
1981.



R. TAX CREDIT FOR HOME GARDEN TOOLS

The House bill contained a 7-percent tax credit for the initial $100
of home garden tool expenditures.

The committee deleted this provision because it would add com-
plexity to the tax form and because the Internal Revenue Service
would not be able to verify whether people actually made the expen-
ditures on which the credit would be based.

(490)



S. "DEADWOOD" PROVISIONS: REPEAL AND REVISION
OF OBSOLETE, RARELY USED, ETC., PROVISIONS

The provisions described in this title reflect a series of changes
which have been developed over a number of years as an attempt to
simplify the tax laws by removing from the Internal Revenue Code
those provisions which are no longer used in computing current taxes
or are little used and of minor importance. These changes have been
popularly referred to as the "deadwood" provisions.

This provision was previously approved by the Finance Committee
on December 18, 1975, as a committee amendment to be offered on the
floor of the Senate. In a slightly different form, these provisions also
appear as title XIX of H.R. 10612.

The deadwood title would repeal almost 150 sections of the Internal
Revenue Code; it would amend about 850 other sections. These pro-
visions also contain approximately 2,370 amendments to the Code (in-
cluding the repealer provisions and changes where one section of the
Code would be amended several times).

This title would delete provisions ii present law which deal only
with past years, situations which were initially narrowly defined and
are unlikely to recur, as well as provisions which have largely, if not
entirely, outlived their usefulness. In addition, several amendments
would eliminate sex discrimination in the Code.

These provisions would also make simplifying changes, such as
substituting the term "ordinary income" for "gain from sale or ex-
change of property which is not a capital asset or property described in
section 1231." The term "the excess of the net long-term capital gain
for the taxable year over the net short-term capital loss for such year"
is replaced by "net capital gain." In another simplifying change, all
references to "the Secretary or his delegate" are amended to refer
only to "the Secretary" (which term will include his delegates), ex-
cept where an act or regulation is required to be done or issued by the
Secretary of the Treasury personally, in which case the Code will refer
specifically to "the Secretary of the Treasury."

While these provisions are an attempt to simplify the code by
deleting "deadwood," they do not attempt to achieve simplification
through substantive changes in present law.

Following is a section-by-section explanation of the deadwood pro-
visions of title XIX.



PART I-AMENDMENTS OF INTERNAL REVENUE
CODE GENERALLY

SEC. 1900 (AMENDMENT OF 1954 CODE)
This section of the committee amendment eliminates the need for

repeated references to the Internal Revenue Code of 1954 in this bill by
providing that, when the amendment refers to an amendment or re-
peal of a section or other provision, that is to be considered an amend-
ment or repeal of a section or other provision of the Internal Revenue
Code.
SEC. 1901. AMENDMENTS TO SUBTITLE A; INCOME

TAXES

Chapter 1. Normal Taxes and Surtaxes

Subchapter A. Determination of tax liability

See. 1901(a) (1) (amends see. £ of the Code)--efinitions and special
rules

This amendment makes it easier to read a provision relating to
the tax status of certain married individuals living apart.
Sec. 1901 (a) (2) (amends sec. 11 of the Code)-suttai on corporations

This amendment strikes out a reference to the surtax applicable to
corporations for taxable years beginning before 1965.
Sec. 1901 (a) (3) (repeals sec. 35 of the Code)-partia ly tax-exempt

interest received by individuals
This amendment repeals section 35 of the Code (relating to partially

tax-exempt interest received by individuals), because there are no
longer any outstanding Federal obligations producing interest which
is partially tax-exempt under that section.

Section 242 of the Code, relating to such interest received by cor-
porations, is repealed by section 1901(a) (33) of the amendment. Ap-
propriate conforming amendments striking out references to Code
sections 35 and 242 and to partially tax-exempt interest in other Code
sections are also made by the amendment.
See. 1901(a) (4) (amends sec. 37 of the Code)--retirement income

credit
This amendment strikes out a provision allowing a credit for retire-

ment income at a special percentage rate in the case of a taxable year
beginning in 1964. If there is an individual whose 1964 tax year is
open, the higher percentage for that year would be preserved to that
person because the effective date of the deadwood amendments would
not reach back retroactively to foreclose that person's right to that
higher 1964 rate.



See. 1901 (a) (5) (amends sec. 39 of the Code)-credit for taxes paid
on gasoline, special fuels, and lubricating oil

These amendments strike out a transitional rule for the years 1965,
1966, and 1967 and conform the last sentence in Code section 39 to an
amendment made by section 1906(a) (32) (B) of the amendment.
Sec. 1901(a) (6) (amends sec. 46 of the Code)--investment credit

Subparagraph (A) corrects a clerical error in the Employee Retire-
ment Income Security Ant of 1974 ("ERISA"). Subparagraphs (B)
and (C) strike out special provisions which applied to an unused
investment credit carryback to a taxable year beginning before 1962.
Subparagraph (D) changes a citation to conform with current
practice.
Sec. 1901 (a) (7) (amends sec. 48 of the Code)--definitions and spe-

cial rules
These amendments change citations to conform with current prac-

tice.
Sec. 1901 (a) (8) (amends sec. 50A of the Code)--work incentive credit

This amendment corrects a clerical error in ERISA.

Sec. 1901 (a) (9) (repeals sec. 51 of the Code)-tax surcharge
This amendment repeals tax surcharge provisions applicable to 1968,

1969, and 1970.
Sec. 1901(a) (10) (amends see. 56 of the Code)---carryovers of mini-

mum tax
This provision corrects a clerical error.

Sec. 1901(a) (11) (amends sec. 57 of the Code) -tax preference of
excess investment interest for tax years before January 1, 1972

These amendments eliminate the treatment of excess investment
interest as a tax preference item for tax years beginning before Janu-
ary 1, 1972. These provisions are now obsolete. The provisions of sec-
tion 163(d) of the Code replaced these provisions for subsequent tax
years. Because the effective date of the amendments made by this title
of the bill do not operate retroactively, the provisions of section 57 as
in effect for tax years beginning before January 1, 1972, would con-
tinue to control in those taxable years.

Subchapter B. Computation of taxable income

See. 1901(a) (12) (amends see. 62 of the Code)-penalties for early
withdrawal of funds from certain savings accounts

Section 62 contains two paragraphs numbered (11). In 1974, Public
Law 93-483 added to section 62 a new paragraph (11) (allowing a
deduction from gross income for interest "penalties" incurred upon
early withdrawals from time savings accounts or deposits). A few
months earlier, ERISA had also added a new paragraph (11) (per-
taining to lump sum distributions from certain pension plans). Sub-
paragraph (A) of the present bill redesignates the paragraph added

y Public Law 93-483 as paragraph (12).
Subparagraph (B) corrects a clerical error in the paragraph re-

designated as paragraph (12).



Sec. 1901 (a) (13) (adds sees 64 and 65 to the Code)--definitions of
ordinary income and ordinary loss

This paragraph adds two new sections to the Code. Both new sec-
tions are intended to replace the cumbersome and lengthy terminology
of present law which describes certain gains from sales or exchanges
of property which do not qualify as capital gains. Many provisions
of present law describe these gains (or losses) as : "gain (orloss) from
the sale or exchange of property which is not a capital asset or prop-
erty described in section 1231(b)."

For such language, the amendment substitutes shorter terms:
"ordinary income" and "ordinary loss".

"Ordinary income" is defined as including "any gain from the sale
or exchange of property which is neither a capital asset nor property
described in section 1231(b) and any other gain which, under other
provisions of this subtitle, is to be treated as gain from the sale or
exchange of property which is neither a capital asset nor property
described in section 1231(b)."

"Ordinary loss" is defined as including "any loss from the sale or
exchange of property which is not a capital asset and any other loss
which, under other provisions of this subtitle, is to be treated as loss
from the sale or exchange of property which is not a capital asset."

Gain and loss described in present law as "deemed" or "considered"
to be gain (or loss) from the sale or exchange of property which is not
a capital asset, etc. or gain and loss described with similar terms, is
thus to be treated as ordinary income or ordinary loss under the new
terminology.

Sec. 1901(a) (14) (amends sec. 72 of the Code)--ansities; certain
proceeds of endowment and life insurance contracts

Subparagraph (A) strikes out an internal effective date (January 1,
1954) and a reference to prior laws no longer needed. Subparagraph
(B) corrects a clerical error in ERISA.
ec. 1901(a) (15) (amends sec. 72 of the Code)--mortgages made or

obligations issued by joint-stock land banks
This amendment repeals an obsolete provision relating to the tax-

ation of income (except interest) from joint-stock land bank mortgages
or obligations. Joint-stock land banks have not been permitted to
make new loans after May 12, 1933, and it is understood that there
are no joint-stock land bank mortgages or obligations currently out-
standing.
Sec. 1901 (a) (16) ( amends see. 83 of the Code)-property transferred

in connection with performance of services
This amendment strikes out an internal effective date ("30 days

after the date of the enactment of the Tax Reform Act of 1969") relat-
ing to a date by which a certain election could be made.
See. 19Ql (a) (17) (amends see. 101 of the Code)--certain death benefts

This amendment strikes out an internal effective dse.
Sec. 1901(a) (18) (amends see. 103 of the Code)-interest on certain

governmental obligations
These amendments strike out provisions relating to the tax-exempt

status of interest on United States obligations, since there are no out-



standing obligations of the United States or of any United States
instrumentality which pay interest that is exempt from tax under this
section. Also, the list of cross references in section 103(e) of the Code
is updated.
See. 1901(a) (19) (amends sec. 104 of the Code)-compensation for

injuries or sickness
This amendment makes conforming changes in citations to other

titles of the United States Code.
Sec. 1901(a) (90) (amends see. 115 of the Code)--income of States,

municipalities, etc.
This amendment repeals subsections (b) and (c) relating to certain

contracts entered into before September 8, 1916, and May 29, 1928
(relating to certain public utilities and certain bridge acquisitions,
respectively), since it appears that no such contracts are still in effect.
Sec. 1901 (a) (91) (amends see. 116 of the Code) -partial exclusion of

dividends received by individuals
This amendment strikes out an internal effective date.

Sec. 1901(a) (95) (amendm see. 194 of the Code)--cross references to
other Acts

This amendment updates a list of cross references to other Acts.
Sec. 1901(a) (93) (amends sec. 143 of the Code)--determinaton of

marital status
This amendment makes section 143 (relating to determination of

marital status) applicable for purposes of part V (deductions for
personal exemptions) of subchapter B, as well as for purposes of part
IV (standard deduction) of that subchapter. As a result of this
amendment, section 153 becomes redundant and is repealed by section
1901(b) (7) (A) (i) of this title.
Sec. 1901 (a) (24) (amends sec. 151 of the Code)-allowanoe of deduc-

tions for personal exemptions
This amendment replaces the definition of "educational institution"

with a cross reference to a similar definition in section 170(b) (1) (A)
(ii). This consolidates in one section the definition of an "educational
organization." The amendment makes conforming amendments to 12
other Code sections to reflect this change. (Note that an educational
organization described in clause (ii) of section 170(b) (1) (A) may be
a private, for-profit school. However, even though such a school could
satisfy the requirements of the dependency provisions (relating to
full-time students), it could not be an eligible donee of deductible
charitable contributions, because it could not satisfy the requirements
of any of the paragraphs of subsection (c) of section 170).

Sec. 1901(a)(25) (amends see. 152 of the Code)--definition of
dependent

Subparagraph (A) deletes the "sick cousin rule," which includes as
dependents certain distant relatives receiving institutional care who
previously had resided with the taxpayer. This provision was added
to the Code to cover an unusual situation unlikely to recur.

Subparagraph (B) eliminates another provision allowing depend-
ency deductions under two rarely used rules. Under one of these rules,



a child residing in the Philippine Islands qualifies as a dependent if
he was born to, or adopted by, the taxpayer in the Philippines before
January 1, 1956, if the taxpayer was then a member of the U.S.
Armed Forces. Under the other rule, a resident of the Canal Zone or
Panama may be claimed as a dependent although he is not a citizen
or national of the United States.
See. 1901(a) (96) (amends see. 164 of the Code)--deduction for taxes

These amendments strike out an effective date provision (sales after
December 31, 1953) and an obsolete transitional rule, both of which
relate to the apportionment of taxes on real property between seller
and purchaser.
Sec. 1901(a) (97) (amends sec. 165 of the Code)---losses

These amendments strike out the provision that treats Cuban ex-
propriation losses of individuals on personal-use assets as casualty
losses, since this provision applies only to losses sustained before Janu-
ary 1,1964.
See. 1901(a) (27) (amends sec. 167 of the Code)--depreciation

Subparagraph (A) substitutes "August 16, 1954," -for "the date of
enactment of this title" as the effective date of a provision.

Subparagraph (B) deletes transitional rules for a change in the
method of depreciation with respect to section 1245 property (applica-
ble to the first taxable year beginning after December 21,1962).

Subparagraph (C) substitutes "October 16, 1962" for "the date of
enactment of the Revenue Act of 1962" as the effective date of a
provision.

Subparagraph (D) substitutes the exact date ("before June 29,
1970,") for "within 180 days after the date of enactment of this sub-
paragraph," as the date by which an election must have been made
under a provision.
Sec. 1901 (a) (29) (amends see. 170 of the Code)--charitable, etc., con-

tributions and gifts
Subparagraph (A) strikes out the unlimited deduction for charita-

ble contributions, which, by its own terms, expires for taxable years
beginning after December 31,1974.

Subparagraph (B) deletes a special percentage rate by which excess
charitable contributions from a contribution year beginning before
January 1, 1970, could be carried over to subsequent taxable years.

Subparagraphs (C) and (D) eliminate an unnecessary citation and
bring up to date statutory citations in the cross references at the end
of section 170.
See. 1901(a) (30) (amends sec. 172 of the Code)--net operating loss

deduction
Subparagraph (A) deletes the special five year loss carryback per-

mitted to American Motors Corporation in 1967 (sec. 172(b) (1) (E)),
which has now expired by its own terms.

Subparagraph (B) strikes out an obsolete effective date provision
(taxable years ending after December 31, 1953), relating to the defini-
tion of net operating loss.

Subparagraphs (C) and (E) delete obsolete transitional rules for
1953 and 1954, for 1957 and 1958, and for 1955 and 1956. Subpara-



graph (D) deletes a reference to the date of January 1, 1954, which
is no longer necessary.
Sec. 1901 (a) (31) (amends sees. 174 and 175 of the Code)-research

and experimental expenditures and soil and water conservation
expenditures

These amendments delete "the date on which this title is enacted"
and substitute the exact date, August 16,1954.
See. 1901(a) (32) (amends see. £19 of the Code)--disqualiflcation of

governmental plan participants from distributing to individual
retirement accounts

This provision corrects a clerical error in ERISA.
See. 1901 (a) (33) (repeals see. 242 of the Code)-partially tax-exempt

interest received by corporations
Section 242 of the Code is repealed because there are no longer any

outstanding Federal obligations that pay interest that is partially
exempt from income tax under that section. (See the corresponding
repeal of sec. 35 of the Code, by sec. 1901(a) (3) of this title.)
See. 1901 (a) (34) (amends see. 243 of the Code)-dividends received

by corporations
Subparagraph (A) adds a citation to the Investment Act of 1958.
Subparagraph (B) strikes out a parenthetical clause which applies

only in certain cases in which the taxable year of a member corpora-
tion in an affiliated group began in 1963 and ended in 1964.
Sec. 1901 (a) (35) (amends sec. 247 of the Code)-dividends paid on

certain preferred stock of public utilities
This provision revises section 247(b) (2) of the Code (defining pre-

ferred stock) to make it easier to read. The substance of the definition
is unchanged.
See. 1901(a) (36) (amends see. 248 of the Code)--organizational

expenditures
This amendment substitutes "August 16, 1954" for "the date of en-

actment of this title" as the effective date of this provision.
See. 1901(a) (37) (amends sec. £65 of the Code)-expenses and inter-

est relating to tax-exempt income
This amendment strikes out an obsolete reference to tax-exempt in-

terest from obligations of the United States issued after September 24,
1917, and originally subscribed for by the taxpayer. No such obliga-
tions paying tax-exempt interest are outstanding.
See. 1901(a) (38) (amends sec. 269 of the Code)--acquisitions nade

to evade or avoid income tax
This amendment repeals the presumption of a tax avoidance pur-

pose in certain cases where the consideration paid for stock or assets
of a corporation is disproportionate to the total of the adjusted basis
of the assets of the acquired corporation plus the amount of tax bene-
fits obtained through the acquisition (see. 269(c) ).

This presumption seems to be contrary to the purpose of the provi-
sion; i.e., usually tax avoidance motives would be more apt to be pres-
ent where the value of "tax benefits" was paid for, than they would be



where the "tax benefits" were not given weight. Moreover, under gen-
eral tax litigation principles, the Commissioner's determination of a
tax avoidance motive is presumptively correct and the burden of proof
is already on the taxpayer.
Sec. 1901 (a) (39) (amends sec. 275 of the Code)--nondeductible taes

This amendment deletes the obsolete reference to correspondingpro-
visions of prior, i.e., pre-1954 Code, laws in the provision denying a
deduction for income tax withheld from wages.
See. 1901 (a) (40) (amends sec. £78 of the Code) -- capital expenditures

incurred in planting and developing citrus and amnd groves
Under present law, expenses of planting, cultivating, maintaining,

or developing a citrus or almond grove, and which are incurred during
the first four years of the planting of the grove, must be capitalized
(rather than deducted as paid on the cash method of accounting).
Exceptions to this rule are provided (1) for a grove replanted after a
casualty loss, and (2) for a grove planted or replanted before Decem-
ber 30, 1969, in the case of a citrus grove, or before December 30, 1970,
in the case of an almond grove.

The amendment removes the second of these exceptions as no longer
needed (since the four-year period has now expired in those cases).
Sec. 1901(a) (41) (amwns see. £81 of the Code)-terminal railroad

corporations
Subparagraph (A) inserts a citation to the Interstate Commerce

Act.
Subparagraph (B) strikes a transitional provision applicable to

taxable years ending before October 23,1962.

Subchapter C. Corporate distributions and adjustments

Sec. 1901(a) (42) (amends sec. 301 of the Code) )---oorporate ditribu-
tions

This provision repeals section 301(e) of the Code, which relates to
distributions out of certain earnings and profits by corporations which
were classified as personal service corporations under the Revenue
Acts of 1918 or 1921. It is not believed that there are any such corpo-
rations that have not already distributed the earnings and profits to
which this section applies.
See. 1901 (a) (43) (amends see. 311 of the Code)-taivabilT of cor-

poration on distribution
Subparagraph (A) corrects a clerical error in subsection (d) (1)

which occurred in 1969 when the two words "a gain" were erroneously
printed as "again".

Subparagraph (B) strikes out one of the exceptions to the general
rule of subsection (d) (1) requiring recognition of gain at the corpo-
rate level on a redemption distribution of appreciated property. The
deleted exception relates to certain distributions required to be made
before December 1, 1974.

Subparagraph (C) strikes out two unnecessary statutes-at-large
citations.



Sec. 1901(a) (44) (amends sec. 312 of the Code)--e/fect of distribu-
tions on earnings and profits

Subparagraph (A) makes two clerical corrections in replacing ref-
erences to "this Code" with references to "this title."

Subparagraph (B) deletes a subsection providing rules for comput-
ing earnings and profits with respect to distributions by personal serv-
ice corporations under the 1939 code. Since earnings and profits adjust-
ments for a taxable year are based on the law applicable to that year,
this amendment does not affect the current taxable year and future
years.

Subparagraphs (C) and (D) strike out effective dates that do not
apply to current taxable years.

Sec. 1901 (a) (45) (amends sec. 333 of the Code)--election as to recog-
nition of gain in certain liquidations

This amendment strikes out an obsolete effective date provision
(June 22, 1954) relating to adoption of a plan of liquidation of a
corporation.

Sec. 1901(a) (46) (amends sec. 334 of the Code)-basis of property re-
ceived in liquidations

This amendment deletes an obsolete effective date provision (June 22,
1954) relating to adoption of a plan of corporate liquidation.
Sec. 1901(a) (47) (amends sec. 337 of the Code)-gain or loss on sales

or changes in connection with certain liquidations
These amendments delete obsolete effective date provisions (June 22,

1954, and January 1, 1958) relating to adoption of a plan of corporate
liquidation.

See. 1901 (a) (48) (repeals see. 342 of the Code)--liquidation of certain
foreign personal holding companies

This amendment repeals the provision taxing, as short-term capital
gain, gain on the liquidation of certain corporations that were foreign
personal holding companies in 1937. The corporations affected by this
provision were given a chance to liquidate at long-term capital gain
rates for a period after this provision was enacted, and again in 1954
through 1956. Moreover, the rule does not apply to sales of stock, and
long-term capital gain rates could be obtained by selling the stock
rather than liquidating the corporation. It seems likely that the provi-
sion will rarely, if ever, be applied, and therefore is deleted as unim-
portant and rarely used.

Sec. 1901 (a) (49) (amends sec. 351 of the Code)-transfer to controlled
corporations

These amendments strike out an obsolete effective date (June 30,
1967) and a transitional rule. They also make explicit the rule of
present law that a transfer to an investment company (a so-called
"swa) fund") is not accorded tax-free exchange treatment under sec-
tion 351.

Sec. 1901(a) (50) (repeals sec. 363 of the Code)--effect on earnings
and profpt

This provision repeals an unnecessary cross reference provision re-
lating to the effect on earnings and profits of corporate organizations
and reorganizations.



See. 1901 (a) (51) (amends sec. 371 of the Code)-reorganizatn in
certain receivership and bankruptcy proceedings

These amendments strike out unnecessary citation references and
insert a citation to the U.S. Code.

Sec. 1901 (a) (52) (amends see. 372 of the (ode)-basis in connection
with certain receivership and bankruptcy proceedings

This amendment strikes out an unnecessary citation reference to
the Statutes at Large.
Sec. 1901(a) (53) (repeals see. 373 of the Code)--loss not recognized

in certain railroad reorganizations
This provision repeals the provisions for nonrecognition of loss on

transfers made before August 1, 1955 in certain railroad reorganiza-
tions, pursuant to a court order. The related basis provisions are moved
to section 374(b) of the Code by section 1901(b) (12) (B) of the title.

Sec. 1901 (a) (54) (amends sec. 374 of the Code)-gain or los not rec-
ognized in certain railroad reorganizations

This amendment revises a citation to the Bankruptcy Act to con-
form to current practice.

Sec. 1901 (a) (55) (amends see. 381 of the Code)-carryovers in cer-
tain corporate acquisitions

This amendment deletes an obsolete provision dealing with the
deduction by the acquiring corporation of contributions to a pension
plan made by its wholly-owned subsidiary whose assets were acquired
in a liquidation subject to the 1939 Code.

Sec. 1901 (a) (56) (repeals secs. 391 through 395 of the Code)---effec-
tive date of subchapter C

This section strikes out the effective date provisions of subchapter C
of chapter 1 of subtitle A. These provisions are not needed for trans-
actions occurring after the effective date of the repeal (i.e., taxable
years beginning after December 31,1975).

Subchapter D. Deferred compensation, etc.

Sec. 1901(a) (57) (amends see. 401 of the Code)-relating to require-
ments for qualification of certain retirement plans

Subparagraphs (A), (B), and (C) replace references to "the date
of enactment of the Employee Retirement Income Security Act of
1974" or to "enactment of the Employee Retirement Income Security
Act of 1974" with that date of enactment (September 2, 1974). Sub-
paragraph (D) corrects an error in margination.

Sec. 1901(a) (58) (amends sec. 408 of the Code)-taxabilty of bene-
ficiary of employees' trust

Subparagraph (A) replaces an obsolete citation and it replaces four
references to "basic salary" by references to "basic pay", in conform-
ing Code provisions relating to Civil Service retirement laws to
changes in those laws made by Public Law 89-554 in 1966.

Subparagraph (B) deletes from the Code subsection (d) of sec-
tion 402, an absolete provision pertaining to certain trust agreements
made before October 21, 1942.



Subparagraph (C) amends section 402(e) (4) (A) to make clear the
intent of Congress in enacting the Employee Retirement Income Se-
curity Act of 1974 that the distribution of an annuity contract is not
in and of itself to be treated as a taxable lump sum distribution, al-
though the value of the contract can affect the amount of tax imposed
on accountaf distributions of other property. This amendment is
made retroactive to the effective date of the lump sum distribution
taxation provisions of the 1974 Act.

See. 1901 (a) (59) (amends sec. 403 of the Code) -rolkever of employee
annuities

This provision corrects an error in margination made in ERISA.

See. 1901 (a) (60) (amends see. 404 of the Code)-certain deductions
for contributions to a pension plan

This provision repeals section 404 (d), which permits limited carry-
overs of certain pension plan contribution deductions froir 1W;1.) Code
years to 1954 Code years if the carryover deductions would hav,, been
allowable if the 1939 Code provisions had remained in effect. It is
believed that any such eligible carryovers have by now been used or
lost.

See. 1901(a) (61) (repeals see. 406 of the Code)--retirement plan
coverage of special employees of foreign subsidiaries

This provision repeals section 406 of the Code, which is no longer
necessary because of the addition to the Code of section 410(b) (2) (C)
by ERISA. Section 406 provides that United States citizens who are
employees of a foreign subsidiary may be covered under the domestic
corporation's retirement plan. Now that section 410(b) (2) (C) pro-
vides that nonresident aliens of foreign subsidiaries need not be con-
sidered in determining whether a retirement plan fails to qualify for
tax exemption because of discrimination in favor of officers, share-
holders, or highly compensated employees, United States employees
of foreign subsidiaries may be placed in special qualified plans. There-
fore, they need no longer be included in the domestic corporation's
plan.

See. 1901(a) (62) (amends see. 409 of the Code)-rollover contribu-
tion8 from individual retirement accounts or individual retirement
annuities

This provision corrects a typographical error in ERISA.

Sec. 1901(a) (63) (amends sec. 410 of the Code)--minimum partici-
pation standard

Subparagraph (A) is a clerical amendment to conform to current
drafting style. Subparagraph (B) substitutes "September 2, 1974,"
for "the date of enactment of the Employee Retirement Income Secu-
rity Act of 1974". Subparagraph (C) substitutes "September 1, 1974"
for "the day before the date of the enactment of this section".

See. 1901(a) (64) (amends see. 411 of the Code)--mininmum vesting
standards

Subparagraph (A) makes a change in wording to conform to cur-
rent drafting style. Subparagraph (B) in three places substitutes Sep-
tember 2, 1974, for references to the date of enactment of ERISA. Sub-



paragraph (C) corrects a typographical error in a heading. Subpara-
graph (D) also twice substitutes September 2, 1974, for references to
the date of enactment of ERISA. Subparagraph (E) substitutes "Sep-
tember 1, 1974" for a reference to the day before the date of enactment
of ERISA.

See. 1901 (a) (65) (amends see. 442 of the Code)--minimwm funding
standards

Subparagraph (A) substitutes "September 1, 1974" for a reference
to the day before the date of enactment of ERISA. Subparagraph (B)
substitutes "September 2, 1974" for a reference to the date of enact-
ment of ERISA.

See. 1901(a) (66) (amends see. 414 of the Code)--deflnitons and
special rules

Subparagraph (A) corrects a typographical error in ERISA. Sub-
paragraph (B) substitutes "September 2, 1974" for a reference to the
date of enactment of ERISA.
See. 1901 (a) (67) (amends sec. 415 of the Code)-lmitations on bene-

fits and contributions under qualified plans
These amendments correct clerical errors in ERISA.

Subchapter E. Accounting periods and methods of accounting

See. 1901 (a) (68) (amends see. 453 of the Code)-installnent method
Subparagraph (A) is a clerical amendment substituting a reference

to the 1954 Code for an erroneous reference to the 1939 Code.
Subparagraph (B) corrects a grammatical error by striking the

words "or section" which improperly appear in a list of Code sections.

Sec. 1901 (a) (69) (amends see. 455 of the Code)-prepaid subscription
income

This amendment strikes out an obsolete effective date provision (tax-
able years beginning after December 31, 1957) relating to an election
to have section 455 of the Code apply to certain prepaid subscription
income of the taxpayer.
Sec. 1901 (a) (70) (amends sec. 465 of the Code)-prepaid dues income

of certain membership organizations
This amendment deletes an obsolete effective date provision (taxable

years beginning after December 31, 1960) relating to an election to
have section 456 of the Code apply to certain prepaid dues income of
the taxpayer.
See. 1901 (a) (71) (amends sec. 461 of the Code)-genesr rule for tax-

able year of deduction
Subparagraph (A) deletes the obsolete transitional rule relating to

deduction by an accrual basis taxpayer of real property taxes deduct-
ible under the Internal Revenue Code of 1939 or deductible for the
taxpayer's first taxable year which began after December 31,1953.

Subparagraph (B) deletes an obsolete effective date provision (tax-
able years beginning after December 31, 1953) relating to an election
with respect to the deduction of real property taxes by a taxpayer using
an accrual method of accounting.



See. 1901 (a) (72) (amends sec. 481 of the Code)--adjustments re-
quired by changes in method of accounting

These amendments delete special provisions which provide that
certain adjustments attributable to pre-1954 Code years resulting from
a change in method of accounting be taken into account over a 10-year
period beginning with the year of change. These provisions do not
a pply with respect to changes in methods of accounting made in tax-
able years beginning after December 31, 1963, and are therefore
obsolete.

Sec. 1901(a) (73) (amends sec. 508 of the Code)-special rules for
certain exempt organizations

Subparagraph (A) strikes provisions stating that the time for new
organizations to give the required notice to the Secretary regarding
section 501(c) (3) status and private foundation status shall not ex-
pire before the 90th day after the day on which regulations first pre-
scribed under section 508 (a) and (b) become final. Those regulations
became final on December 21,1972.

Subparagraph (B) deletes a special rule for private foundations
organized before January 1, 1970. This rule applies to taxable years
beginning before January 1, 1972. Subparagraph (C) is a conforming
amendment to the changes made by subparagraph (B).

See. 1901(a) (74) (amends sec. 514 of the Code)-unrelated debt-
financed income

Subparagraph (A) strikes out a transitional rule that applied to
taxable years beginning before January 1,1972.

Subparagraph (B) strikes out the lengthy definitions of "business
lease" and "business lease indebtedness". These definitions are needed
only in connection with a rule of limited application set forth in sec-
tion 514(b) (3) (C) (iii) and in the rule deleted by subparagraph (A).
These definitions are replaced in subparagraph (C) with an appropri-
ate reference to prior law.

Subparagraph (D) strikes the term "premises" from a definitional
section because that term is no longer used in section 514.

Subchapter G. Corporations used to avoid income tax on
shareholders

See. 1901(a) (75) (amends sec. 534 of the Code)-burden of proof
with respect to the accumulated earnings tax

These amendments delete the obsolete transitional rules providing
for the retroactive application of the 1954 Code burden of proof re-
quirement with respect to the accumulated earnings tax to proceedings
involving 1939 Code years.

See. 1901(a) (76) (amends sec. 535 of the Code)--accumulated taxable
income

This amendment strikes out a reference to 1939 Code excess profits
taxes that have been repealed.

Sec. 1901(a) (77) (amends see 537 of the Code)--reasonable needs of
the business

These amendments strike out an internal effective date provision
(May 26, 1969) relating to the definition of excess business holdings
redemption needs.



Sec. 1901(a) (78) (amends sec. 514 of the Code)--deflnition of per-
sonal holding company

Subparagraph (A) strikes out a provision that prevents certain
exempt organizations from being treated as individuals for purposes of
the personal holding company definition. The provision applies only if
the organization owned all of the corporation's common stock and 80
percent of its other stock at all times on or after July 1, 1950. It is likely
that these corporations have been liquidated since 1955, when this pro-
vision was enacted, because income from investments would be taxable
if held in such a corporation but would be tax-free if held by the
exempt organization directly.

Subparagraph (B) amends a provision limiting the ability of a
consolidated group to compute its personal holding company tax on a
consolidated basis. The amendment strikes out an exception for groups
of railroad corporations that would be eligible to file a consolidated
return under the provisions of the 1939 Code before its amendment
in 1942. It appears that this exception is no longer needed, since it
would apply only to a group of railroad corporations that files con-
solidated returns and meets the five-or-fewer-shareholders test.

Subparagraph (C) amends a cross reference to conform to the
amendment of section 7701 (a) (19) by the Tax Reform Act of 1969.

Subparagraph (D) adds a U.S. Code citation to conform to current
practice.

See. 1901(a) (79) (amends see. 55 of the Code)--undistributed per-
sonal holding company income

Subparagraph (A) strikes out a reference to repealed 1939 excess
profits taxes. It also eliminates a provision permitting a personal hold-
ing company that deducted taxes on the cash basis during 1939 Code
years to continue to do so until it makes an irrevocable election to use
the accrual basis. It seems unlikely that a significant number of com-
panies have not elected to accelerate their deductions by using the
accrual basis.

Subparagraph (B) strikes out a provision allowing the deduction
of amounts used or set aside to retire indebtedness incurred before
1934. It seems likely that virtually all of this indebtedness has now
been retired.

Subparagraph (C) strikes out "the date of enactment of this sub-
section" in section 545(c) (2) (A) and substitutes the exact date (Feb-
ruary 26, 1964).

Sec. 1901(a) (80) (amends see. 547 of the Code)-deduction for def-
ciency dividends

This amendment deletes a 1954 Code effective date provision that is
no longer needed.

Sec. 1901(a) (81) (amends see. 551 of the Code)-foreign personal
holding companies

This clerical amendment inserts a word ("income") erroneously
omitted from this section.
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Sec. 1901 (a) (82) (amends sec. 5569 the Code)-undistributed for-
eign personal holding company income

This amendment deletes a reference to 1939 Code excess profits taxes
that have been repealed.
Sec. 1901(a) (83) (amends see. 564 of the Code)--dividend carryover

This amendment strikes out a transitional provision relating to
dividend carryovers from pre-1954 Code years for purposes of com-
puting the dividends paid deduction of a personal holding company.

Subchapter H. Banking institutions

Sec. 1901(a) (84) (repeals sec. 583 of the Code)--deductions of div-
idends paid on certain prefererd stock

This amendment strikes out provisions relating to deductions of
dividends paid on certain preferred stock by banks or trust companies.
It appears that none of this stock is now outstanding and that these
provisions are no longer needed.
Bee. 1901(a) (85) (repeals sec. 592 Of the Code)--deduction for repay-

ment of certain loans"
This paragraph repeals the provision allowing certain mutual sav-

ings bank to deduct certain repayments of pre-September 1, 1951,
loans.All the loans described in the section have been repaid and there-
fore the provision is no longer applicable.
Sec. 1901(a) (86) (amends see. 593 of the Code)--reserves for losses

on loans
Subparagraph (A) strikes out the applicable percentages to be used

by mutual savings banks in computing the addition to reserves for bad
debts under the percentage of taxable income method for years 1969
through 1975.

Subparagraph (B) deletes the obsolete portions of paragraphs (2)
through (5) of section 593(c), which deal with the required allocation
of the bad debts reserves of mutual savings banks on December 31,
1962.

Subparagraphs (C) and (D) strike out a transitional rule for a
taxable year beginning in 1962 and ending in 1963 that deals with the
treatment of bad debts reserves of mutual savings banks and make an
internal conforming change.
See. 1901(a) (87) (repeals sec. 601 of the Code)--special deduction for

bank afflUates
This paragraph repeals a special deduction allowed bank -affiliates in

computing the accumulated earnings tax and the personal holding
company tax. The deduction is for the amount of earnings and profits
required to be invested in a reserve of readily marketable assets under
the Banking Act of 1933. This requirement was eliminated in 1966,
and there is now no requirement that such a reserve be maintained.

Subchapter I. Natural resources

See. 1901(a) (88) (amends see. 613A of the Code)---depletion for oi
and natural gas from secondary or tertiary processes

Subparagraph (A) eliminates a reference to a subparagraph of the
Code that was deleted by Public Law 94-12, the Tax Reduction Act of
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1975 (see. 613(b) (1) (A) of the Code). The'present section 613(b) (1)
(A) was, prior to that act,. section 613(b) <1) (B) .

Snbpwtagraph, (B) also corrects a cleriag rror in thit Act...
See. 1901(a) (bD) (amends sec. 614 of the Code)--definition of Prop-

erty
These amendments strike out complex and seldom used provisions

relating to recapture of taxes saved.by Aelaying an election to aggre-
gate mineral properties from the date of first exploration to the date
of development of the mine.
Sec. 1901(a) (90) (repeals sec. 615 of the Code)--pre-1970 exploration

expenditures
This amendment repeals section 615 of the Code, which provided

a deduction for certain mineral exploration expenditures paid or in-
curred before January 1, 1970. Although a taxpayer could elect under
section 615(b) to defer the deduction of such pre-1970 expenditures
until the units of produced ores or minerals discovered by reason
of such expenditures were sold, it is believed that no such elections
are in effect.

Conforming amendments include the addition of a new subsection
(i) to section 617 of the Code. This new subsection (i) preserves the
rules (formerly set forth in section 615 (g) (2)), which provide that
amounts deducted under section 615 with respect to mineral property
by the transferor of such property will be subject to recapture by the
transferee in certain circumstances under section 617.
Sec. 1901(a) (91) (amends sec. 617 of the Code)--deduction and re-

capture of certain mining exploration expenditures
This amendment strikes out a provision allowing the revocation

without consent of an election if the revocation was made within 3
months after the month in which final regulations were published
under section 617(a) of the Code. Such regulations were published
on June 30, 1972, so this provision is no longer needed.
Sec. 1901(a) (99) (repeals sec. 639 of the Code)--maximurm tax on

sales of certain oil or gas properties
This amendment strikes out a provision (sec. 632) which limits to 32

percent the tax on sales of oil or gas properties the principal value of
which has been demonstrated by prospecting or discovery done by the
taxpayer himself. To qualify, the taxpayer must be an individuals, not
a corporation.

This provision was enacted in 1918 to encourage oil and gas develop-
ment and to lower the tax rate on such a sale in view of the years that
might be consumed in discovery work prior to such a sale. This provi-
sion was deleted in 1934, but reinstated in 1936 to encourage individ-
uals in competition with corporations and because Congress believed
that the 1934 deletion had discouraged sales of such properties.

Before 1969 this section was probably seldom used because the 25-
percent alternative capital gain rate was lower than the maximum tax
rate under section 632. In the Tax Reform Act of 1969, Congress in-
creased the maximum capital gain tax rate for individuals to 35 per-
cent. Congress did not then intend to create a preference rate which
is less than the general maximum capital gain rate.
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Subehapter J. Estates, trusts, beneficiaries, and dependents

8sec. 1901 (a) (93) (repeals sec. 683 of the Oode)--application of part 1
of estate and trust provisions

This provision repeals the obsolete effective date provisions for part
I of subchapter J of chapter 1.
See. 1901(a) (94) (amends see. 691 of the Code)-income in respect

of deoedents
This amendment strikes out a reference to an obsolete effective date

provision (sec. 683 of the Code) which is repealed by section 1901 (a)
(93) of this title.
Isec. 1901(a) (96) (amends see. 692 of the (ode)-members of the

Armed Forces dying during an induction period
This is a clerical amendment changing "on" to "of" in the heading

of the section.

Subchapter K. Partners and partnerships

See. 1901 (a) (96) (amends sec. 751 of the Oode)-properties to be
treated as unrealized receivables.

This amendment eliminates a clerical error which retained an un-
necesary word ("or") in a listing of Code sections.
See. 1901(a) (97) (repeals see. 771 of the Code)--effetive date pro-

vision of subehapter )
This provision deletes the obsolete effective date provisions (gen-

erally, December 31, 1954) for subchapter K of chapter I (relating to
partners and partnerships). The repeal of Code section 771(b) (1)
(relating to adoption of taxable year) does not require any existing
partner or partnership to change to a different taxable year or change
his (or its) manner of reporting income. Thus, for example, if an exist-
ng partnership adopted a fiscal year beginning before April 2, 1954,

and an individual who subsequently becomes a principal partner in
that partnership adopts a taxable year that is different from that of
the partnership, the repeal of section 771(b) (1) by the bill does not
require either the principal partner or that partnership to change to
the taxable year of the other.

Subchapter L. Insurance companies

See. 1901 (a) (98) (amend see. 802 of the CIode)-tax on life insurance
companies

Subparagraph (A) deletes an obsolete effective date provision (tax-
able years beginning after December 31, 1957) relating to the imposi-
tion of tax on a life insurance company.

Subparagraph (B) deletes an obsolete effective date provision (tax-
able years beginning after December 31, 1961) relating to the alterna-
tive tax in the case of capital gains of a life insurance company.

Subparagraph (C) deletes an obsolete special rule for computing
the tax for a taxable year Qfa life insurance company beginning in
1959 or 1960.
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Sec. 1901(a) (99) (amends sec. 804 of the Code )-ta.able investment
income

Subparagraph (A) strikes out a special rule which, in effect, pro-
vides for any adjustment necessary to prevent a life insurance com-
pany from being taxed on tax-exempt interest or dividends qualifying
for a dividend received deduction. This special rule is surplusage
because the basic life insurance company tax provisions have been held
to prevent the imposition of tax on these items.

Subparagraph (B) strikes out an internal effective date provision
(taxable years beginning after December 31, 1958) relating to the
computation of life insurance company gross investment income.
Sec. 1901(a) (100) (amends sec. 805 of the Code)--policy and other

contract liability requirements
Subparagraph (A) strikes out an obsolete provision pertaining to

the earnings rate of life insurance companies for taxable years begin-
ning before January 1,1958.

Subparagraph (B) strikes out a parenthetical clause which pro-
vides that the adjusted basis of certain assets which a life insurance
company must take into account in computing its taxable income is
determined without regard to the fair market value of the assets on
December 31, 1958. This clause was surplusage when enacted and con-
tinues to be surplusage since the adjusted basis of these assets is not
affected by their fair market value on December 31, 1958.

Subparagraph (C) strikes out traditional rules, relating to the
amount taken into account as pension plan reserves, for taxable years
beginning after December 31, 1957, and before January 1, 1961.
Sec. 1901 (a) (101) (amends sec. 809 of the Code)-gain and los from

operations
Subparagraph (A) strikes out a special rule which, in effect, pro-

vides for any adjustments necessary to prevent a life insurance com-
pany from being taxed on tax-exempt interest or dividends qualifying
for a dividends received deduction. This special rule is surplusage
because the basic life insurance company tax provisions have been held
to prevent the imposition of tax on these items.

Subparagraphs (B) and (C) strike out obsolete provisions relating
to certain deductions for distributions made during the period 1958
through 1962.
Sec. 1901 (a) (102) (amends sec. 818 of the Code)--operations loss

deduction
This amendment strikes out obsolete transitional rules relating to

years before 1958 to which operating losses of a life insurance com-
pany could be carried. An obsolete internal effective date (taxable
years beginning after December 31,1958) is also deleted.
Sec. 1901 (a) (103) (amends sec. 817 of the Code)--rules relating to

certain gains and losses
These amendments strike out special rules relating to capital losses

of life insurance companies incurred in taxable years beginning before
January 1, 1959, and reinsurance transactions of life insurance com-
pames occurring in 1958.
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Sec. 19
01(a) (104) (amends sec. 818 of the Code)--accounting pro-

Visions
This amendment deletes transitional rules applicable to changes in

a life insurance company's method of accounting from its taxable year
1957 to its taxable year 1958.
See. 1901 (a) (105) (amends sec. 819 of the Code)-foreign life insur-

ance companies

Subparagraph (A) strikes out a transitional rule for taxable years
beginning before January 1,1959.

Subparagraphs (B) and (C) make internal conforming amend-
ments.
See. 1901(a) (106) (amends sec. 820 of the Code)-optional treatment

of certain reinsurance policies
These amendments delete an obsolete provision relating to a life

insurance company's treatment of a reimbursement of Federal income
tax for a taxable year beginning before 1958.
See. 1901(a) (107) (amends see. 821 of the Code) -taw on mutual in-

surance companies
Subparagraphs (A) and (B) strike out obsolete internal effective

dates (taxable years beginning after December 31, 1963) relating to
the imposition of tax.

Subparagraph (C) strikes out an obsolete transitional rule for tax-
able years beginning after December 31, 1962, and before January 1,
1968 relating to underwriting losses of mutual insurance companies.

Sec.4.901 (a) (108) (amends sec. 822 of the Code)--determination of
taxable investment income

Subparagraph (A) strikes out an obsolete reference to tax-exempt
income from obligations of the United States issued after Septem-
ber 24, 1917, and originally subscribed for by the taxpayer. No such
obligations that pay tax-exempt interest are outstanding.

Subparagraph (B) strikes out an obsolete internal effective date
(taxable years beginning after December 31, 1962) relating to accrual
of discount on bonds.

See. 1901(a) (109) (amends see. 825 of the Code)--unused loss deduc-
tions

These amendments strike out an obsolete transitional date (taxable
years beginning before January 1, 1963) relating to taxable years to
which or from which certain unused losses may be carried.
See. 1901(a) (110) (amends sec. 831 of the (ode)-tax on certain

insurance companies
This amendment makes a clerical change, changing the word "or"

to "on".
See. 1901 (a) (111) (amends see. 832 of the Code)--ineurance company

taxable income
These amendments conform the name of the National Association

of Insurance Commissioners by substituting "Association" for
"Convention."
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Subchapter M. Regulated investment companies and real
estate investment trusts

See. 1901(a) (118) (amends see. 851 of the Code)--deflnition of regu-
lated investment company

Subparagraph (A) makes a clerical change to conform a citation
to other citations in the Code.

Subparagraph (B) strike out an obsolete effective date (taxable
years beginning after December 31, 1941) relating to the time -for
making an election to be a regulated investment company.
See. 1901 (a) (113) (amends see. 85 of the Code)-taation of regu-

lated investment companies and their shareholders
Subparagraph (A) strikes out a special rule, relating to the deduc-

tion for dividends paid, that applies only to taxable years beginning
before January 1,1975.

Subparagraph (B) deletes a transitional rule relating to an adjust-
ment of the basis of the shares of a shareholder of a regulated invest-
ment company based upon a percentage of the amount of undistributed
capital gains includible in the shareholder's income. The amendment
deletes provisions relating to taxable years beginning before Janu-
ary 1, 1971. A special rule is provided so that the amendment made by
subparagraph (B) shall not be considered to affect the amount of any
increase in the basis of stock under the provisions of section 853 (b) (3)
(B) (iii) of the Code which is based upon amounts subject to tax
under section 1201 of the Code in taxable years beginning before Jan-
uary 1, 1975.

Subparagraph (C) adds a citation reference to the United States
Code.

Sec. 1901(a) (114) (amends see. 856 of the Code)--deflntion of real
estate in est8ment trust

Subparagraph (A) strikes out an obsolete internal effective date
(taxable years beginning after December 31, 1960) relating to an elec-
tion to be a real estate investment trust.

Subparagraph (B) inserts a citation reference to the United States
Code.
See. 1901(a) (115) (amends see. 857 of the Code)-taeation of real

estate investment trusts and their beneficiarl s
This amendment strikes out a special rule, relating to the deter-

mination of the deduction for dividends paid, for taxable years begin-
ning before January 1,1975.

Subehapter N. Tax based on income from sources within or
without the United States

See. 1901(a) (116) (amends see. 864 of the Code)--defnitioss
These amendments and conforming amendments change the terms

"sale" and "sold" to "sale or exchange" and "sold or exchanged",
respectively each place they appear in part I of subchapter N of chap-
ter 1 of the Code. Definitions of the term "sale" as including "ex-
change" and "sold" as including "exchanged" are then eliminated frm
section 864.



Sec. 1901 (a) (117) (amends sec. 904 of the Code)-imitation on for-
eign tax credit

Subparagraph (A) strikes out an obsolete clause limiting the elec-
tion of the overall limitation to the foreign tax credit to taxable years
beginning after 1960 and permitting taxpayers who had elected the
overall limitation to revoke that election for their first taxable year
beginning after December 31, 1969.

Subparagraph (B) strikes out the reference to the right to revoke
the election for the first taxable year beginning after December 31,
1969, provided in subparagraph (A).

Subparagraph (C) strikes out provisions limiting carrybacks to
years beginning after 1957 in cases of payments of foreign taxes in
excess of the applicable foreign tax credit limitation.ISubparagraph (D) deletes obsolete 1962 transitional rules for
earrybacks and carryforwards of foreign tax payments in excess of the
applicable foreign tax credit limitation.
Sec. 1901(a) (118) (amends sec. 905 of the Code)--proof of foreign

tax credits
This amendment deletes a special foreign tax credit rule relating to

the treatment of taxes imposed by the United Kingdom with respect
to scientific and industrial royalties. The treatment of these taxes is
dealt with in the United States--United Kingdom income tax conven-
tion and accordingly the special Code provision is no longer necessary.
Sec.o1901 (a) (119) (amends see. 911 of the (de)-taxation of non-

cash remuneration from sources without the United States
This amendment strikes out obsolete rules dealing with certain non-

cash remuneration received in taxable years ending in 1963, 1964, or
1965.
Sea. 1901(a) (120) (amends see. 921 of the Code)-Western Hemi-

sphere Trade Corporations
This amendment strikes out an obsolete provision relating to the

determination of whether corporations met certain requirements of
the 1939 Code in taxable years beginning before January 1, 1954.
See. 1901(a) (121) (amends see. 931 of the Code)-income from

sources within United States possessions
These amendments strike out an obsolete provision relating to citi-

zens who were captured by the Japanese in the Philippine Islands dur-
ing World War II.
Sec. 1901(a) (122) (amends sec. 934 of the Jode)-tax liability in-

curred to the Virgin Islands
This amendment strikes out a provision indicating that amounts

received within the United States cannot be excluded from income by
Virgin Island law pursuant to section 934. This was originally in-
tended as a source of payment rule, but, as a result of misinterpreta-
tions, it no longer serves any purpose in tax law.
Sec. 1901(a) (123) (amends see. 951 of the Code)-aounts included

in gross income of United states shareholders
This amendment strikes out an obsolete effective date provision

Taxable years beginning after December 31, 1962) for this section.



512

See. 1901(a) (124) (repeals see. 972 of the Code)-consolidation of
group of export corporations

This paragraph repeals the provision which allows the consolidation
of export trade corporations for purposes of the exception from sub-
part F treatment (relating to certain income of controlled foreign cor-
porations) which is provided for certain export-related income of these
corporations. This provision has been little used in the past and is not
currently being used.
See. 1901 (a) (125) (am nds see. 981 of the CJode)--election as to treat-

ment of income subject to foreign community property lawrs
These amendments strike out an obsolete effective date provision

(taxable years beginning after December 31, 1966) and delete special
rules relating to elections with respect to certain foreign community
income in taxable years beginning before January 1, 1967.

Subchapter 0. Gain or loss on disposition of property

See. 1901(a) (126) (amends sec. 1001 of the Code) -detereination of
amount of and recognition of gain and loss

This amendment transfers to section 1001 (c) of the Code the rules
relating to recognition of gain or loss now in section 1002 of the Code.
A conforming amendment repeals section 1002.
See. 1901(a) (127) (amends sec. 1015 of the Code)-basis of property

acquired by gifts and transfers in trust
These amendments substitute "September 2, 1958" for the references

to "the date of the amendment of the Technical Amendments Act of
1958" as the effective date of section 1015(d).
Sec. 1901 (a) (128) (amends sec. 1016 of the Code)--adjustments to

basis
This amendment deletes from the Code section 1016 (a) (19), which

requires adjustments in the basis of section 38 property in tax years
beginning before 1965. To the extent future transactions involve prop-
erty as to which taxpayers failed to make these pre-1965 basis adjust-
ments, the repeal of section 1016(a) (19) does not prevent their doing
so retroactively, at least for prospective application, since the law
governing adjustment of basis is the law of the period during which
the adjustment was required to be made. (See, e.g., Tress. Regs.
§ 1.1016-3(f).)
See. 1901(a) (129) (amends sec. 1018 of the Code)-adjustmeu t of

capital structure before September 22, 1938
This amendment strikes out an unnecessary citation.

Sec. 1901 (a) (130) (repeals sec. 1020 of the Code)--eletion in respect
of depreciation allowed before 1952

This amendment repeals an obsolete provision relating to an election
to adjust the basis of property with respect to depreciation before
1952. No election could be made or revoked under this section after
December 31, 1954. The adjustment under section 1016 of the Code to
the basis of the property which was the subject of the election is not
affected by prospective repeal of section 1020.
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Sec. 1 9 01 (a) (131) (repeals see. 1022 of the Code)-bas8 of certain
foreign personal holding company stock

Section 1022 of the Code is repealed because it is an unimportant and
seldom used provision. This provision was added to the Code for one
case (in which it was not used). Section 1022 applies only with respect
to the basis of stock or securities of a corporation which was a foreign
personal holding company for its most recent taxable year ending be-
fore the death of a decedent dying after December 31, 1963, from
whom such stock or securities are acquired. Although it is unlikely that
this provision has ever been used, a special effective date is provided
so that the repeal applies only with respect to stock or securities ac-
quired from a decedent dying after the date of the enactment of this
bill.
Sec. 1901 (a) (132) (amends sec. 1023 of the Code)--cross references

This amendment strikes out an obsolete reference to the Defense
Production Act of 1950.
See. 1901 (a) (133) (amends see. 1033 of the Code)--involuntary con-

versions
Subparagraph (A) strikes out an obsolete provision applicable to

the conversion of property into money where the disposition of the
converted property occurred before 1951.

Subparagraphs (B) and (D) conform sections 1033(a) (2) and (c)
to the change made by subparagraph (A). Subparagraph (B) also
makes a clerical change to include as new subparagraphs necessary
definitions of "control" and "disposition of converted property" that
would otherwise be deleted by the amendment made by subparagraph
(A).

Subparagraph (C) strikes out an obsolete special rule relating to
certain conversions of property before January 1, 1954.

Subparagraph (E) strikes out an obsolete effective date provision
(December 31, 1957) relating to the disposition of certain property.

Sec. 1901(a) (134) (amends see. 1034 of the Code)-sale or exchange
of residence

Subparagraphs (A) and (B) strike out obsolete internal effective
dates (December 31, 1954) relating to the sale of a residence.

Subparagraph (C) strikes out an obsolete reference to the Internal
Revenue Code of 1939.

Subparagraph (D) strikes out obsolete transitional rules for the
years 1951 through 1957.

Subparagraph (E) strikes out an internal effective date (December
31, 1950) which is no longer needed.
Slec. 1901 (a) (135) (amends see. 1037 of the Code)--certain exchangesI of United States obligations

This amendment corrects an erroneous cross reference.
See. 1901(a) (136) (amends sec. 1051 of the Code)--property acquired

during affiliation
This amendment strikes out the sentences in section 1051 that pro-

vide that the basis of property acquired or held during a consolidated
return year is to be determined under the consolidated return regula-
tions. This provision is unnecessary because adequate authority for



providing basis rules in the consolidated return regulations is pro-
vided under section 1502 and its predecessors.

See. 1901 (a) (137) (amends sec. 1081 of the Coda)'- atributw
require y the Securities and ,E--cang Comdsion.

These amendments strike out a special rule for distributions of stock
and rights to'acquire stock before January 1, 1958, in pursuance of an
order of the Securities and Exchange Commission.'

Subparagraph (B) also conforms a citation to current practice.

See, 1901 (a)(138) (amends sec. 10893 of the -ode)---ontaining defini-
tions of -term .s

These amendments eliminati- unnecessary citations.
See. 1901(a) (139) (repeals see. 1111 of the Code)--ditribution of

stock pursuant to order enforcing the antitrust laws
This amendment and conforming amendments repeal special pro-

visions relating to the income tax treatment of certain recipients of
General Motors stock distributed pursuant to a court order in the
DuPont anti-trust case (United States v. E. I. duPont deNemours and
Company, et al, 353 U.S. 586 (1957) and 365 U.S. 806 (1961)). Section
1111 of the Code provides special rules for individual shareholders and
shareholders not entitled to the corporate dividends received deduction
who receive such stock. Technical amendments relating to the addition
of section 1111 were added to sections 301, 312, 535, 543, 545, 553, 556,
and 561 of the Code. The distributions which are the subject of these
provisions have been completed and the rights of persons who received
such distributions are preserved. Accordingly, the bill repeals section
1111 of the Code and related provisions.

The repeal of these provisions is not retroactive. Nor do these re-
peals alter the determination, for purposes of future years, of the basis
of stock with respect to which the distribution were made,

Subchapter P. Capital gains

See. 1901(a) (140) (amends sec. 1201 of the Code)-alternat'e tax
on capital gains

Subparagraph (A) makes clerical amendments to eliminate refer-
ences to "net section 1201 gain" in taking advantage of the new defini-
tion of "net capital gain" (sec. 1901 (a) (141) (B) of this:title. This
subparagraph also deletes transitional rules for computing the capital
gains tax for corporations 'before 1975. (The effective date rule of the
il ill preserve rights and liabilities with respect to pre-1975 years

so long as they are open under the statute of limitations.)
Subparagraph (B) also eliminates references to "net section 1201

gain" made obsolete by the new definition of "net capital gain." In
addition, obsolete transitional rules for computing an individual's
alternative capital gains tax in 1970 and 1971 are deleted.

Subparagraph (C) eliminates other transitional rules for noncor-
porate taxpayers with respect to years prior to 1975. That elimination,
and a transfer to section 1201 (b) of the rule limiting to 25 percent the
alternative tax on the first $50,000 of net capital gain permits subsec-
tion (d) to be deleted.



Sec. 1901(a) (141) (amends sec. 1522 of the Code) -termns relating to
capital gains and losses

Subparagraph (A) defines a new term, "capital gain net income,"
which replaces the former term "net capital gain." The new term, like
the former term, refers to the excess of the gains from sales or ex-
changes of capital assets over the losses from such sales or exchanges
(sec. 1222(9)).

Subparagraph (B) sets forth a new definition of "net capital gain".
The term replaces the existing term, "net section 1201 gain," in section
1222(11). The new and former terms refer to the excess of the net long-
term capital gain for the taxable year over the net short-term capital
loss for such year. These definitions make it possible to use these terms
throughout the Code instead of the longer phrases.
Sec. 1901 (a) (145) (amends sec. 1233 of the Code)-gains and losses

from short sales
This amendment substitutes "August 16, 1954" for "the date of en-

actment of this title" as the effective date of section 1233(c).
Sec. 1901(a) (143) (amends sec. 1237 of the Code)--rea property

subdivided for sale
This amendment strikes out an obsolete effective date (December 31,

1953).
Sec. 1901(a) (144) (amends sec. 1239 of the Code)--again from sale

of property between certain persons
This amendment strikes out an obsolete effective date (May 3,1951)

relating to the sale or exchange of property between spouses or between
an individual and a controlled corporation.
Sec. 1901(a) (145) (repeals sec. 1240 of the Code) -taxability to em-

, ployee of certain termination payments
This amendment repeals the so-called Louis B. Mayer provisions.

This provision permits capital gain treatment of a lump sum settle-
ment of rights in an employment contract. Since the provision contains
narrow restrictions, including the requirement that the rights be cre-
ated before August 16, 1954, it is believed that it has no applicability
today.
Sec. 1901(a) (146) (amends sec. 1245 of the Code) -gain from dis-

positioms of certain depreciable property
This amendment deletes surplus language added through a clerical

error by Public Law 94-81.
See. 1901(a) (147) (amends sec. 1246 of the Code) -gain on foreign

investment company stock
This amendment strikes out an obsolete effective date (Decem-

ber 31, 1962).

Subchapter Q. Readjustment of tax between years and special
limitations

See; .1901(a) (148) (amends see. 1311 of the Code)--mitigation of
otfect of limitations

%These amendments conform section 1311 to the new name of the
Tax Court.



See. 1901 (a) (149) (repeals see. 1315 of the Code)--effective date
This provision repeals the obsolete effective date provision (Novem-

ber 15, 1954) for part II of subchapter Q of chapter 1. An obsolete
transitional rule relating to the application of the Internal Revenue
Code of 1939 to certain determinations made before November 15,
1954, is also deleted.
See. 1901 (a) (150) (repeals see. 1321 of the Code)--involuntary liqui-

dation of LIFO inventories
This paragraph repeals an obsolete provision relating to involuntary

liquidations of LIFO inventories. The provision applies only to inven-
tories liquidated in taxable years ending after June 80, 1950, and
before January 1, 1955, and only if the inventory was replaced in a
taxable year ending before January 1,1956.
See. 1901(a) (151) (repeals sections 1331 through 1337 of the Code)-

war loss recoveries
This provision repeals the provisions dealing with World War II

war loss recoveries effective with respect to recoveries in taxable years
beginning after December 31, 1976. The basis of property recovered
during prior taxable years will not be affected by the repeal. Future
recoveries, which appear unlikely, would be covered by the general
tax benefit rule, which accords similar (though not identical)
treatment.
See. 1901(a) (152) (amends see. 1341 of the Code)-restoration of

amount held under claim of right
This amendment strikes out provisions relating to certain retro-

active payments by a subcontractor to a prime contractor, or by a
subcontractor to a higher tier subcontractor. These provisions are
expressly limited to payments made under a subcontract entered into
before January 1, 1958, and it is believed that no such contracts are
still outsanding.
See. 1901(a) (153) (repeals see. 1342 of the Code)--computation of

tax on certain amounts recovered as a result of a patent infringe-
ment suit

This paragraph repeals special provisions relating to amounts taken
into gross income because of the reversal of a lower court decision
in a patent infringement suit. Because of the narrow circumstances
in which this provision applies (e.g., the lower court decision must
be reversed on the ground that such decision was induced by fraud or
undue influence), this provision is rarely used.
See. 1,901 (a) (154) (repeals see. 1345 of the Code)-'recover, of uncon-

stitutional Federal taxes
This provision repeals special provisions, no longer needed, relating

to the treatment of a recovery during the taxable year of a tax im-
posed by the United States which has been held unconstitutional.

See. 1901(a) (155) (amends see. 1348 of the Code)--maximum tax rate
on earned income

Paragraphs (1) and (2) of section 1348(a) are amended to correct
a technical error by replacing references to "the lowest amount of tax-
able income on which the rate of tax under section 1 exceeds 50 per-



cent" with references to "the highest amount of taxable income on
which the rate of tax is not more than 50 percent." In addition, sub-
paragraph (B) strikes out obsolete transitional rules that relate to
taxable years begining in 1971.

Subchapter S. Election of certain small business corporations
as to taxable income

Sec. 1901(a) (156) (amends sec. 1372 of the Code)--election by small
business corporation

Under the minimum tax provisions of the Tax Reform Act of 1969,
an electing small business corporation is subject to tax on certain
capital gains. The amendment made by subparagraph A conforms sec-
tion 1372 to these provisions by inserting a reference to the tax im-
posed by section 56 of the Code.

Subparagraph (B) strikes out a transitional rule, relating to the
time for making an election by a small business corporation, that
applies to a taxable year beginning in 1958.

Subparagraph (C) strikes out a special rule that allowed certain
shareholders who owned stock that was community property to file
a consent prior to May 15, 1961, to an election by a small business
corporation.
See. 1901(a) (157) (amends see. 1374 of the Code)--net operating

losses of electing small business corporations
These amendments repeal an obsolete rule relating to carrybacks to

years before 1958 of the net operating loss of an electing small busi-
ness corporation, by striking out section 1374(d). A rule of current
application now in section 1374(d) (1) is transferred to section
1374(b).
Sec. 1901(a) (158) (amends see. 1375 of the Code)--special ruless ap-

plicable to distributions of electing small business corporations
Subparagrph (A) provides a new heading for subsection 1375 (b)

to reflect the fat that individuals no longer receive a dividends re-
ceived credit.

Subparagraph (B) strikes out a reference to a subsection of section
1375 that was eliminated in 1966 by Public Law 89-389.
Sec. 1901 (a) (159) (amends sec. 1378 of the Code) -tax imposed on

certain capital gains of electing small business corporations
This amendment strikes out a provision relating to the determina-

tion of the tax with respect to certain capital gains of an electing small
business corporation for certain taxable years beginning before Janu-
ary 1, 1975.

Subchapter T. Cooperatives and their patrons

Sec. 1901(a)(160) (amends see. 1388 of the Code)-patronage
dividends

Subparagraph (A) strikes out "the date of the enactment of the
Revenue Act of 1962" and substitutes the exact date, "October 16,
1962".

Subparagraph (B) strikes out "the date of the enactment of this
subsection" and substitutes the exact date, "November 13, 1966".
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Chapter 2. Tax on Self-Employment Income

Sec. 1901(a) (161) (amends see. 1401 of the Code)--aelf-employment
taxes

Subparagraph (A) deletes obsolete rules providing rates of self-
employment tax (for old age, survivors, and disability insurance) for
taxable years that began before 19Mh. Similarly, subparagraph (B)
strikes out obsolete rules providing rates of self-employment tax for
hospital insurance for taxable years that began prior to 1975. (How-
ever, the current rate of hospital insurance self-employment tax for
years beginning in 1974 and ending in 1975 would be preserved
through the operation of the effective date of this title.)
Sec. 1901 (a) (169) (amends see. 1402 of the Code) -deflnitions reZat-

ing to the tax on self-employment income
Subparagraph (A) deletes provisions relating to the determination

of self-employment income for taxable years beginning before Janu-
ary 1, 1975, that are no longer needed.

Subparagraph (B) deletes an obsolete provision relating to the
treatment of certain remuneration erroneously reported as net earn-
ings from self-employment for taxable years ending after 1954 and
before 1962.

Subparagraph (C) strikes out a special rule which allowed a request
for an exemption from the tax on self-employment income for a tax-
able year ending before December 31, 1967, to be filed on or before
December 31, 1968. The general rule provides that such request must
be filed by the due date of the return for the first taxable year in which
the individual has self-employment income.

Chapter 3. Withholding of Tax on Nonresident Aliens and
Foreign Corporations and Tax-Free Covenants

See. 1901(a) (163) (repeals see. 1465 of the (ode)--deflnition of with-
holding agent

This section repeals section 1465, which defines "withholding
agent," since that term is defined in section 7701 (a) (16).

Chapter 4. Rules Applicable to Recovery of Excessive Profits
on Government Contracts

Sec. 1901(a) (164) (amends see. 1481 of the Code)--mitigation of
effect of renegotiation of government contracts

These amendments update section 1481 by deleting obsolete refer-
ences to the Sixth Supplemental National Defense Appropriation Act
and to the Renegotiation Act of 1948.

Chapter 6. Consolidated Returns

See. 1901(a) (165) (amends sec. 1551 of the Code)-diallowance of
surtax exemption and accumulated earnings credit

This amendment corrects an erroneous cross reference.



Sec. 1901(a) (166) (attends sec. 1559 of the Code)-earnigs and
p-of#28 of memnere of an affiliated group

This amendment deletes the effective date for this provision ("tax-
years beginning after December 31, 1953, and ending after the

te of enactment of this title".)
Seo. 1901 (b )--confomig and clerical wnendmenOs

Section 1901 (b) of the bill makes a series of clerical and conform-
ing amendments required by the amendments and repeals made by
subsection 1901(a) of this title.
Sec. 1901(c)-anetdinents to provisws referring to Teritowies

This subsection of the bill strikes out references to "Territories" in
Code sections 37, 105, 117, 162, 273, 581, 801, 861, 1014, and 1221. The
United States no longer has any Territories.

In general these amendments are not intended to affect rights exist-
ing under present law that were conferred because of Code provisions
regarding Territories.
See. 1901(d)--effectie date

This subsection of the bill provides that unless otherwise expressly
provided the amendments made by section 1901 of this title shall apply
with respect to taxable years beginning after December 31, 1976.
SEC. 1902. AMENDMENTS OF SUBTITLE B; ESTATE AND

GIFT TAXES

Chapter 11. Estate Tax

See. 1902(a) (1) (amends see. 2001 of the Code)-ate of the estate tam
This amendment strikes out an internal effective date (relating to

decedents dying after August 16, 1954, the date of enactment of the
Internal Revenue Code of 1954) which is no longer needed.
Sec. 190(ay(9) (amends see. 9019 of the Code)-credit for gift tax

These amendments provide headings for several subsections and
paragraphs in this section and also substitute a comma for a dash in
conforming to generally accepted drafting style.
See. 1902(a) (3) (amends sec. 9013 of the Code)-credit for tw on

prior trnsfers
These amendments strike out obsolete references to prior laws.

See. 1902(a) (4) (amends sec. 2038 of the (ode)--revocabZe transfers
, This amendment strikes out a provision of limited application which
is no longer needed. (The provision relates to a decedent who has been
under a mental disability for a continuous period since September,
1947, and has been unable to relinquish certain powers to alter or
revoke an interest in property transferred by him.)
Sec. 1902 (a) ( n)(ends sec. 9055 of the Code)-transfers for public,

t ,and i~ use
Subparagraph (A) strikes out a provision of limited application

which is no longer needed. This provision deals with highly unique
circumstances involving a bequest in trust, the income from which
is payable for life to the decedent's surviving spouse (who must be



over 80 years old at the decedent's death) if such surviving spouse has
a power of appointment over the corpus of such trust exercisable by
will in favor of, among others, certain charitable, religious, scientific,
literary, or educational organizations. No part of the corpus of such
trust may be distributed to a beneficiary during the life of such sur-
viving spouse and the surviving spouse must execute an affidavit
within 6 months after the decedent's death specifying the organiza-
tions in favor of whom the power will be exercised (and the amount
or proportion each is to receive). If the power of appointment is
exercised in accordance with such affidavit, then the bequest in trust,
reduced by the value of the life estate, shall, to the extent the power is
exercised in favor of such organizations, be deemed a transfer to those
organizations by the decedent.

Subparagraph (B) strikes out several cross references that are no
longer applicable and updates the remaining cross references.
Sec. 1902(a) (6) (amends sec. 2101 of the Code)-property held by

alien property custodian
This amendment strikes out an unnecessary citation.

Sec. 1902 (a) (7) (amends sec. £106 of the Code)-taxable estate
Subparagraph (A) strikes out several cross references which are no

longer necessary.
Subparagraph (B) strikes out a provision that excludes from the

taxable estate obligations issued by the United States before March 1,
1941, if held by a decedent who was not engaged in business in the
United States at the time of his death. It is believed that no obligations
issued by the United States before March 1, 1941, are still outstanding.
Sec. 1902 (a) (8) (amends see. 2107 and see. 2108 of the Code)---estate

tax on expatriates and application of pre-1967 estate tax provisions
These amendments substitute "November 13, 1966" for "the date of

enactment of this section" as the effective date of these provisions.
See. 1902(a) (9) (relates to see. 201 of the Code)--esmbers of the

Armed Forces dying during an induction period
In Public Law 93-597, section 6(b) (1) thereof provided for the

amendment of section 2210 of the Code. There was no section 2210 of
the Code, nor is there such a section now. The amendment was in-
tended to be to section 2201 of the Code. This paragraph of the
amendment corrects Public.Law 93-597.
Sec. 1902(a) (10) (repeals see. 2202. of the Code)-misionaries in

foreign service
The bill repeals section 2202 of the Code, which provides that mis-

sionaries dying in missionary service will be presumed to die as United
States residents, even if they intended to remain permanently in for-
eign service. This provision is now unnecessary since the Foreign
Investors Tax Act of 1966 increased the estate tax exemption of non-
residents from $2,000 to $30,000.
See. 1902(a) (11) (amends sec. 2204 of the Code)--discharge of

fiduciary from personal liability '
This amendment corrects a typographical error in the Excise, Estate,

and Gift Tax Adjustment Act of 1970.



Chapter 12. Gift Tax
Sec. 1909 (a) (19) (amends see. 9501 of the Code)--imposition of gift

tax
This amendment strikes out an internal effective date (the first

calendar quarter of 1971) which is no longer needed.
Sec. 1902(a) (13) (amends see. 952 of the Code)--cross references

This amendment strikes out a list of cross references which also
appears in section 2055(f) of the Code and inserts in lieu of such list
a reference to section 2055 (f).
See. 1902(a) (14) (amends secs. 90112 9016, 2053, 2055, 2056, 2106,

2522, and 9523 of the Code) -Terntories
These sections are each amended by striking out references to Terri-

itries because there are no longer any United States Territories.
Hawaii, admitted to Statehood in 1958, was the last Territory. There
are United States territories (in which instances the word "territory"
is begun with a small letter "t"), of which American Samoa is an
example. In contrast to Territories, territories are unincorporated.
See. 1902(b)-conforming amendments

This subsection of the bill makes conforming amendments to the
table of sections for subchapter C of chapter 11, and to sections 6503
(e) and 6167 (h) (2) of the Code to reflect the repeal of section 2202 and
the amendment of section 2055 of the Code.
See. 1902 (c) -- efective dates

This subsection provides that the amendments made by paragraphs
(1) through (10), and paragraphs (14) (A), (B), and (C) of sub-
section (a), as well as by subsection (b), shall apply in the case of
estates of decedents dying after the date of enactment of the bill, and
the amendment made by paragraph (11) of subsection (a) shall apply
in the case of estates of decedents dying after December 31, 1975. The
amendments made by paragraphs (12), (13), and (14) (D) and (E)
of subsection (a) shall apply to gifts made after December 31, 1976.
SEC. 1903. AMENDMENTS OF SUBTITLE C; EMPLOYMENT

TAXES

Chapter 21. Federal Insurance Contributions Act

See. 1903(a) (1) (amends seas. 3101 and 3111 of the Code)-rates of
tax on employees and employers

Subparagraph (A) strikes out the employment tax rates for em-
ployees and employers for calendar years before 1975. These rates are
not effective for calendar years after 1974.

Subparagraph (B) strikes out the pre-1975 tax rates on employers
and employees for hospital insurance for the same reason.
See. 1903(a) (2) (repeals see. 3113 of the Code)-application of social

security tax to District of Columbia Credit Unions
This amendment repeals a provision relating to credit unions that

were chartered under the Act of June 23, 1932. No credit unions are
now chartered under that Act. District of Columbia Credit Unions are
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now Federal Credit Unions and as such are subject to section 3121
(b) (6) (B) (ii) of the Code.
See. 1903(a) (3) (amends sec. 3191 of the Cods)--employment tax

definitions
Subparagraph (A) strikes out a reference to the Internal Revenue

Code of 1939 that is no longer needed, and also eliminates an obsolete
internal effective date provision ("service performed after 1954,").

Subparagraphs (B) and (D) eliminate unnecessary citations.
Subparagraph (C) changes the term "Secretary of the Treasury" to

"Secretary of Transportation" in a provision pertaining to the
Coast Guard. The Coast Guard is now within the Department of
Transportation.

Subparagraph (E) deletes provisions allowing certain exempt or-
ganizations which filed certificates before 1966 or between 1955 and
August 28, 1958 (relating to social security coverage for their em-
ployees), to amend the certificate to advance its effective date, or to
request that the effective date be advanced, if the amendment was
made before 1967, or if the request was made before 1960, respectively.

Subparagraphs (F) and (G) strike out obsolete effective dates
(January 1, 1955, and December 1956) relating to agreements entered
into by domestic corporations with respect to certain social security
coverage for employees of foreign subsidiaries and to service per-
formed as a member of the uniformed services, respectively.
See. 1903(a) (4) (amends see. 3122 of the Code)-Federal service

These amendments change references to the "Secretary of the
Treasury" to the "Secretary of Transportation" in provisions relating
to the Coast Guard, since the Coast Guard is now part of the Depart-
ment of Transportation.
See. 1903(a) (5) (amends see. 3125 of the Code)-returns in the case

of certain governmental employees
This is a clerical amendment changing "Commissioners of the Dis-

trict of Columbia" to "Mayor of the District of Columbia" in order to
conform to the District of Columbia Self Government and Govern-.
mental Reorganization Act.

Chapter 22. Railroad Retirement Tax Act

Sec. 1903(a) (6) (amends see. 3201 of the Code)--rate of tax on rail-
road employees

These amendments strike out an effective date (September 30,1973)
relating to the imposition of taxes with respect to services performed
after that date, and delete references to the Internal Revenue Code of
1954 which are not needed.
Sec. 1903(a) (7) (amends sec. 3202 of the Cod)--deductions of ta

from compensation
Subparagraph (A) strikes out an internal effective date (Septem-

ber 30, 1973), relating to the performance of services by employees
after that date and also deletes references to the Internal Revenue Code
of 1954 which are not needed.

Subparagraph (B) makes a clarifying change in language with
respect to indemnification of an employee.
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See. 1903(a) (8) (aends. see. 3211 of the Code)--rate of tax on en-
ployee representatives

These amendments correct a grammatical error, delete references
to the Internal Revenue Code of 1954 which are not needed, and strike
out an obsolete effective date (September 30, 1973).
Sec. 1903(a) (9) amendede see. 3551 of the Code) rate of tax on

employer
Subparagraphs (A) and (B) strike out an internal effective date

(September 30, 1973), relating to the imposition of taxes with respect
to services performed after that date, and also delete references to the
Internal Revenue Code of 1954, which are no longer needed.

Subparagraph (C) deletes references to rates of tax applicable for
services rendered before April 1,1970.
Sec. 1903(a) (10) (amends see. 3531 o/ the (Code) -definitions

This amendment deletes unnecessary Statutes at Large citations.

Chapter 23. Federal Unemployment Tax Act

See. 1903 (a) (11) (avends sec. 3301 of the Code)-Federal unemploy-
ment tax rate

These amendments strike out an internal effective date (calendar
year 1970) and the tax rate with respect to wages paid during calendar
year 1973, which are no longer needed.
See. 1903(a) (12) (amends see. 3302 of the Code)-credits against tax

Subparagraphs (A) and (B) strike out references to special tran-
sitional rules relating to the 10-month period ending October 31, 1972,
which are deleted by sections 1903(a) (14) (B) and 1903(a) (13) of this
title.

Subparagraph (C) (i) strikes out a transitional provision relating
to a limitation on credits against the unemployment tax if a State has
not yet repaid an advance under certain prior laws. This provision is
no longer applicable since all the States have repaid the advances made
under those laws.

Subparagraph (C) (ii) strikes out an internal effective date (the
date of enactment of the Employment Security Act of 1960) which is
no longer needed. Subparagraphs (C) (iii), (C) (iv), (C) (v), and
(C) (vi) are in the nature of amendments conforming to the amend-
ment made by subparagraph (C) (i).

Subparagraph (D) strikes out a cross reference to a 1958 statute
(the Temporary Unemployment Compensation Act of 1958) which is
no longer applicable.

Sec. 1903(a) (13) (amends see. 3303 of the Code)--conditions of addi-
tional credit allowance

This amendment deletes a transitional rule (from provisions relating
to a finding by the Secretary of Labor with respect to certain State
unemployment funds) for the 10-month period ending October 31,
1972.
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Sec. 1903(a) (14) (amends mec. 3304 of the Code)--approval of State
law8

Subparagraph (A) deletes an unnecessary citation. Subparagraph
(B) eliminates a transitional rule regarding the 10-month period end:

-ig-October 31,1972.
Sec. 1903(a) (15) (amends sec. 3305 of the Code)---applicability of

State law
Subparagraphs (A) and (B) strike out an obsolete effective date

(July 1, 1953) which relates to service performed on or after that date.
Subparagraph (C) strikes out an obsolete effective date (Decem-

ber 31, 1971), relating to taxes imposed with respect to taxable years
after that date.
Sec. 1903(a) (16) (amends see. 3306 of the Code)--definitions

Subparagraphs (A), (B), and (C) strike out unnecessary citation
references and insert a reference to the United States Code.

Subparagraph (D) strikes out an obsolete effective date (July .1,
1953) relating to services performed on or after such date.

Chapter 24. Collection of Income Tax at Source on Wages

Sec. 1903(a) (17) (amends sec. 3402 of the Code)-inome taw col-
lected at the source

This paragraph is a clerical amendment to correct an erroneous
cross reference.
Sec. 1903(b) -conforming amendment

This amendment conforms the table of sections for subchapter (B)
of chapter 21 to the repeal of section 3113.
Sec. 1903(a)-amendments to provisions relating to Territories

This amendment strikes out references to Territories in sections 3401
and 3404 of the Code because there are no more Territories of the
United States.
Sec. 1903(d)-effective date

The amendments made b y section 1903 of the bill are to apply with
respect to wages paid after December 31, 1976, except that the amend-
ments made to chapter 22 of the Code are to apply with respect to com-
pensation paid for services rendered after December 31, 1975.

SEC. 1904. AMENDMENTS OF SUBSTITUTE D;
MISCELLANEOUS TAXES

Chapter 31. Retailers Excise Taxes

Sec. 1904(a) (1) (amends chapter 31 of the Code)--'retailers excise
taxes

Subparagraph (A) changes the title of chapter 31 from "Retailers
Excise Taxes" to "Special Fuels" and strikes out obsolete tables of sub-
chapters and sections since the whole chapter, as revised, will now have
only one section.

Subparagraph (B) incorporates into section 4 041(g) (relating to
exemptions from fuel taxes) the existing provisions for exemptions
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from fuel taxes for State and local governments, sales for export or
shipment to possessions, and nonprofit educational organizations now
founta in sections 4055, 4056, and 4057 of the Code. Code sections 4055,
4050, and 4057 are repealed by subparagraph (D) of this subsection
of tne bill.

Subparagraph (C) amends section 4041 of the Code by adding a new
subsection (i) which incorporates the provisions of existing Code
section 4054 (relating to sales by the United States). Section 4054 is
repealed by subparagraph (D) of this subsection of the bill.

Subparagraph (D) repeals Code section 4042 (a cross reference),
4054, 4055, 4056, 4057 (the substance of which has been incorporated in
Code sections 4041(i) and 4 04 1 (g) (2), (3), and (4), respectively),
and 4058 (a cross reference).

Chapter 32. Manufacturers Excise Taxes

Sec. 1904 (a) (2) (amend8 sec. 4216 of the Code)--definition of price
This paragraph is a clerical amendment redesignating subsections

(e),(f), and(g) as subsections (d), (e), and (f), respectively. The
previous subsection (d) was repealed in 1958.
Sec. 19041(a) (3) (amends see. 4217 of the Code)-leases

This amendment strikes out a transitional rule for leases entered into
before January 1, 1959, that are treated as sales subject to manufac-
turers excise taxes.
Sec. 1904(a) (4) (repeals sec. 4226 of the Code) -floor stock taxes

This provision repeals floor stock tax provisions relating to specified
items held in dealers' stocks on various past dates, the most recent of
which are tires and tubes held by manufacturers' retail outlets on
October 1, 1966.
Sec. 1904(a) (5) (amends see. 4227 of the (ode)-cross references

This amendment deletes two unnecessary cross references.

Chapter 33. Facilities and Services
See. 1904(a) (6) (amends sec. 4253 of the Code)-eremptions from

the tax on communications services
This amendment transfers to section 4253 of the Code (relating to

exemptions) provisions for exemptions for communications services
provided by section 4292 of the Code for State and local governments
and -by section 4294 for nonprofit educational organizations. Sections
4292 and 4294 are repealed by sections 1904(a) (9) und (10) of this
title.
Aec. 1904(a) (7) (aends sec. 4261 of the Code)-tax on transporta-

tion of persons by air
This amendment strikes out references to an obsolete internal effec-

tive date (June 30,1970).
Sec. 1904 (a) (8) (amends see. 4271 of the Code)-tax on transporta-

tion of property by air
This amendment also strikes out a reference to the obsolete internal

effective date of June 30, 1970.
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Sec. 1904(a) (9) (repeals sec. 4292 of the Code)--exemption for State
and local governments from the communications services tax

This amendment repeals the provisions relating to exemption of
State and localgovernments from the tax on communications services
These provisions are transferred to section 4253 of the Code by section
1904(a) (6) of this title. Section 4253 is devoted to exemptions from
the communications services tax.
Sec. 1904 (a) (10) (repeals sec. 4294 of the Code)--exemption for non-

profit educational organizations
This amendment deletes the provisions conferring exemption from

the tax on communications services to nonprofit educational orgamiza-
tions. These provisions are transferred by subsection 1904(a (6) to
section 4253 of the Code, which is devoted to exemptions from this
tax.
See. 1904(a)(11) (repeals sec. 4295 of the Code)--cross reference

This amendment repeals an unnecessary cross reference.

Chapter 34. Documentary Stamp Taxes

Sec. 1904 (a) (12) (amends chapter 34 of the Code)--documentary
stamp taxes

This amendment changes the title of chapter 34 of the Code 'from
"Documentary Stamp Taxes" to "Policies Issued by Foreign Insur-
ers", strikes out obsolete tables of subchapters and sections, and revises
the remaining provisions.

Section 4371 of the Code is amended to conform to the fact that
the tax imposed by that section is now paid by return and not by
stamp. Section 4372 is amended to include the pertinent provisions of
present section 4382(a) (1) and to make internal conforming amend-
ments.

New Code section 4373 corresponds to the present section 4373,
except for the deletion of an obsolete reference to Territories.

New Code section 4374 corresponds to present Code section 4384
except that it is changed to reflect payment by return rather than by
stamp.

Present Code sections 4374, 4375, 4382, and 4383 are repealed to
reflect the change from stamps to returns and to reflect the repeal in
1965 of other documentary stamp taxes.

Present Code sections 4361, 4362, and 4363, relating to a tax on
conveyances which expired on January 1,1968, are repealed.

Chapter 36. Certain Other Excise Taxes

Sec. 1904(a) (13) (amends see. 41.93 of the Code)--certain persons
engaged in foreign air commerce

These amendments strike out an internal effective date (July' 1,
1970) relating to an election to pay a tentative tax with respect to
taxable civil aircraft. They also strike out a transitional rule for a
year beginning on July 1, 1970.
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Chapter 37. Sugar, Coconut and Palm Oil

See. 1904(a).(14) (amends chapter 37"of the Co4)-tax on sugar,
COOL9' and p.2... oil

Thi amendment changes the title of chapter 37 from '.hugar, Coco-
nut and Palm Oil" to 4 Sugar" to reflect the repeal in 1962 of taxes on
coconut and palm oil. Obsolete tables of subchapters are also deleted.

Chapter 38. Import Taxes

See. 1904(a) (15) (repeals sec.' 4591 through 4597 of the CadiT-
import taw mo oleomargarine

This provision strikes out provisionsrelatirig to taxes on imported
oleomargarine. Requirements as to wholesomeness and purity are en-
forced by the Food and Drug Administration outside the requirements
of the Internal Revenue Code. No taxes are collected under these pro-
visions and at present they serve no internal revenue purpose. Since
the other subchapters of this chapter were repealed in 1962, the entire
chapter is now repealed.

Chapter 39. Regulatory Taxes

Sec. 1904 (a) (16) (repeals sees. 4801 through 4806 of the Code)-tam
on white phosphorous matches

This provision repeals provisions relating to taxes on white phos-
phorous matches. Any act taxable under these provisions is illegal
under other provisions of Federal law and these provisions are not
needed for effective enforcement. No tax is collected under these
provisions.
Sec. 1904 (a) (17) (repeals sees. 4811 through 48.6 of the Code)-tax

on adulterated butter
This amendment strikes out the tax on adulterated butter and re-

lated provisions. Requirements as to wholesomeness and purity of
butter are enforced by the Food and Drug Administration outside the
provisions of the Code. No taxes are collected as to adulterated butter.
This tax dates from the 1890's, when it served the dual function of
restricting trade in this item and insuring purity (e.g., restricting the
use of rancid butter). At present, the tax and related provisions serve
no internal revenue purpose. Appropriate regulation of commerce can
be accomplished in other provisions of law.
See. 1904 (a) (18) (repeals sees. 4881 through 4886 of the Code) -tax

on circulation other than of national banks
This paragraph repeals provisions relating to circulation of other

than national banks. The Comptroller of the Currency has statedthat
any act taxable under these provisions is also illegal under other pro-
visions of Federal law and that these provisions are not needed for
effective enforcement. No tax is collected under these provisions.

Chapter 40. General Provisions Relating to Occupational Taxes

Sec. 1904 (a) (19) (amends sec. 4901 of the Code)-payment of occupa-
tional taxes

This amendment strikes out an obsolete provision relating to pay-
ment of certain occupational taxes by stamp, since all taxes to which
this provision applies are paid by return.



Sec. 1904(a) (90) (amends see. 4905 of the Code)--liability for ocee-
pational taxes in case of death or change in location

Section 4905 of the Code allows the wife (but not husband) of a
decedent who paid a certain occupational tax before his death to carry
on the same trade or business for the residue of the term for which the
tax was paid without liability for additional tax. This amendment
substitutes "spouse" for "wife" in this provision so that t widower
will have the same privilege as a widow.

Chapter 41. Interest Equalization Tax

See. 1904 (a) (21) (repeals ses. 4911 through 4931 of the tode)-4nter-
est equalization ta

This paragraph repeals provisions relating to the interest equaliza-
tion tax, since this tax does not apply to acquisitions of stock and debt
obligations made after June 30, 1974. A special effective date is pro-
vided so that the repeal of chapter 41 (Code section 4911 through
4931) is to apply only with respect to acquisitions of stock and debt
obligations made after June 30, 1974 (or to loans and commitments
made after that date). Thus the rights and obligations of persons with
respect to acquisitions of stock and debt obligations prior to July 1,
1974, are preserved.

Chapter 42. Private Foundations

See. 1904 (a) (22) (amends see. 4945 of the Code) -tax es on, failure
to distribute income

These amendments strike out a rule relating to the determination of
minimum investment return with respect to private foundations that
is applicable only to taxable years beginning in 1970 and delete a
related internal effective date (taxable years beginning after 1970)
which is no longer needed.

Chapter 43. Qualified Pension, Etc., Plans

Sec. 1904 (a) (23) (amends see. 4973 of the Code)-taxo on excess con-
tributions to certain retirement plans

Subparagraph (A) corrects an error in margination. Subparagraph
(B) corrects an erroneous reference. Both these errors were clerical
errors in ERISA.

Sec. 1904(b)--conformdng amendments
This subsection of the bill makes various conforming amendments

to the amendments and repeals made by subsection (a). Theseamend-
ments include repeal of several Code sections that relate to violations
of laws and other offenses concerning oleomargarine or adulterated
butter (Code sections 7234 and 7265), white phosphorus matches
(Code sections 7239, 7267, 7274, and 7328), and adulterated butter
and process or renovated butter (Code sections 7235 and 7264).
Amendments conforming to the repeal of chapter 41 of the Code
(relating to interest equalization taxes) include the repeal of Code
sections 263(a) (3) and (d) (relating to the deduction of interest equal-
ization taxes), 6011(d), 6076, 6651 (e), 6680 (which relate to the filing
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to interest on overpayments of interest equalization tax), 6681, 7241
(relating to false or fraudulent equalization tax certificates), and 6689
(relating to failure by certain foreign issuers and obligors to comply
with United States investment equalization tax requirements).

The amendments conforming to the repeal of chapter 41 have vari-
ous effective date provisions to assure that rights and liabilities (both
civil and criminal) of taxpayers or other persons with respect to acqui-
sitions of stock or indebtedness before July 1, 1974 (or certain actions
with respect to such acquisitions), are not affected. Thus, for example,
if a taxpayer is required to file an interest equalization tax return with
respect to an acquisition of stock prior to July 1, 1974, and has failed to
file such return, the repeal of section 6011 (d) of the Code by this bill
will not affect the requirement that such a return be filed.
See. 1904(c)-anendments to provisions referring to Territories

Subsection (c) amends Code sections 4102 and 4482(c) (1) by strik-
ing out references to Territories because the United States has no more
Territories.
Sec. 1904 (d) -- effective date

Subsection (d) provides that the amendments made by section 1904
(except as otherwise provided) shall take effect on the first day of the
first month which begins more than 90 days after the date of enact-
ment of the bill.

SEC. 1905. AMENDMENTS OF SUBTITLE E; ALCOHOL, TO-
BACCO, AND CERTAIN OTHER EXCISE TAXES

Chapter 51. Distilled Spirits, Wines, and Beer

Subchapter A. Gallonage taxes

Sec. 1905(a) (1) (amends see. 5005 of the Code) -persons liable for
tax on distiled spirits

This amendment strikes out provisions relating to an internal effec-
tive date (July 1,1959) which are no longer needed.
Sec. 1905(a) (2) (amends sec. 5008 of the Code) -abatement, etc., of

tax on distilled spirits in instances of loss or destruction
Present law provides relief (under sec. 5008) from the distilled

spirits tax of section 5001 for voluntary destruction of the spirits on
bonded premises or before the spirits are removed from the bottling
premises. In instances of spirits already removed from bonded prem-
ises, tax relief is provided, under certain defined circumstances, for
accidental destruction within the distilled spirits plant. Finally, tax
relief is provided if spirits that have been withdrawn from bond (with
tax determination or payment) are thereafter returned to the bonded
premises for certain purposes specified in section 5215.

Because of a technical error, this relief is now provided only for the
tax imposed on domestic distilled spirits under section 5001 or other
provisions of Chapter 51 of the Code. Puerto Rico and Virgin Island
spirits are taxed separately (under sec. 7652). A technical correction
is included in the bill to give the same type of tax relief to Puerto
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Rican or Virgin Island spirits as is now given for domestic spirits.
This amendment also strikes out an obsolete internal effective date

(July 1,1959).
See. 1905(a) (3) (amend sec. 5009 of the (Jode)-drawback of tax

This amendment deletes a redundant citation.
Sec. 1905(a) (4) (amends sec. 5025 of the Code)--exemption from

rectifcation taw-
This amendment permits stabilization (without payment of rectifi-

cation tax) preparatory to export, thereby giving distilled spirits to
be exported the same treatment, in this instance, as is given to distilled
spirits preparatory to bottling.
Sec. 1905(a) (5) (amends sec. 5054 of the Code)--stamps and other

devices as evidence of payment of ta on beer
This amendment strikes out a beer stamp provision that has never

been implemented and for which there is no intention of
implementation.
See. 1905(a) (6) (amends sec. 5061 of the Code)--method of collect-

ing tax
Subparagraph (A) strikes out a stamp tax requirement that is now

obsolete in that the taxes to which it applies are now all paid by
return.

Subparagraph (B) strikes out authority to use stamps, coupons,
tickets, or tax-stamp machines as alternative methods of collecting
alcohol taxes since those methods neither have been implemented nor
are to be implemented. The amendment also provides that taxes on
illegal items are to be due and payable immediately at the time given
in the provisions imposing the taxes, or (if no specific time is pro-
vided) when the event referred to in the provision occurs, and that
these taxes are to be assessed and collected in accordance with the rules
regarding taxes payable by return but for which no return has been
filed.

Subparagraph (C) strikes out a provision no longer needed because
it applies only to the unusual methods of collection stricken from the
statute by subparagraph (B). In its place is substituted a provision
making it clear that the gallonage taxes on distilled spirits, rectifica-
tion, wines, and beer are generally imposed in addition to import
duties. This conforms to the Tariff Schedules.
See. 1905(a) (7) (amends see. 5113 of the Code) -sales to limited re-

tail2 dealers
This amendment conforms to section 1905(a) (10) of this title

(amending section 5122(c) of the Code), which permits a limited re-
tail dealer to deal in distilled spirits, as well as in wine and beer.
See. 1905(a) (8) (amends sec. 5117 of the Code)--prohibited pur-

chases by dealers
This amendment provides that a limited retail dealer may now pur-

chase distilled spirits from a retail dealer in liquors. This is another
change in the nature of an amendment conforming to section 1905(a)
(10) of the bill.
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of tax on retail dealers

This paragraph provides that a limited retail dealer in distilled
spirits is to pay a special (occupational) tax of $4.50 per calendar
month. This amendment is necessitated by the broadening of the defi-
nition of "limited retail dealer" in section 1905(a) (10) of this title
to include limited retail dealers in distilled spirits.
See. 1905(a) (10) (amends see. 5155 of the Code)--deflnition of

limited retail dealer
This provision expands the definition of a limited retail dealer to

include a limited retail dealer in distilled spirits, as well as in wine
and beer.
Sec. 1905(a) (11) (amends see. 5131 of the Code)-drawback of tax

in event of nonbeverage uses
Section 5131 of the code permits drawback of distilled spirits tax if

the spirits are put to cited nonbeverage uses. Section 5131 requires the
spirits thus used, to be eligible for the drawback, to have been produced
in a domestic registered distillery or industrial alcohol plant and with-
drawn from bond, or to be spirits withdrawn from the bonded prem-
ises of a distilled spirits plant. Domestic distilled spirits used for the
cited nonbeverage purposes must necessarily have been produced in a
domestic registered distillery or industrial alcohol plant. Spirits so
used may also have been imported or brought into the United States,
but, if so, they need first have been transferred to the bonded premises
of a distilled spirits plant before withdrawal for the nonbeverage uses.
This amendment deletes the unnecessary requirement that spirits
"imported" or "brought into" the United States must first be trans-
ferred to the bonded premises of a distilled spirits plant.
See. 1905(a) (15) (amends see. 5142 of the Code)-payment of taxes

This amendment replaces existing provisions that occupational taxes
be paid by stamp with a requirement that they be paid by return. These
taxes are now, in fact, being paid by return, as is required by Treasury
regulations. This amendment also makes it clear that the tax on stills
and condensers imposed by section 5101 is to be paid by return.

Subchapter B. Qualification requirements for distilled spirits
plants

See. 1905(a) (13) (amends see. 5171 of the Code)-permits for dis-
tilled spirits plants

This amendment eliminates a transitional rule relating to the time
in which qualified distillers, bonded warehousemen, rectifiers, and bot-
tlers of distilled spirits doing business as such on June 30, 1959, could
obtain the required permit to continue in business. In addition, a re-
dundant citation is deleted.
Sec. 1905(a) (14) (amends see. 5174 of the Code)--withdrawal bonds

This paragraph allows a proprietor of bottling premises to withdraw
distilled spirits which have been bottled in bond to his bottling prem-
ises under his withdrawal bond. The change would permit greater
convenience in handling of bottled in bond cased goods and allow the
same tax payment procedures applicable to spirits bottled and cased
on bottling premises to be applied to bottled in bond cased goods
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Subchapter C. Operation of distilled spirits plants

See. 1905(a) (16) (amends see. 5239 of the Code)-transfer of di8-
tilled spirits from outside the United States

Under section 5314 of the Code, distilled spirits brought into the
United States from Puerto Rico or the Virgin Islands are not treated
as "imported," but rather as "brought into" the United States.

The first sentence of section 5232 of the Code permits spirits im-
ported or brought into the United States in bulk containers to be with-
drawn from customs custody and transferred to the bonded premises
of a distilled spirits plant without payment of the internal revenue tax.
The second sentence then transfers the liability for eventual payment
of the tax from the "importer" to the operator of the distilled spirits
plant. In order to coordinate the two sentences, this amendment am-
plifies the second sentence to extend relief from tax liability to persons
who have brought such spirits into the United Stae.
See. 1905(a) (16) (amends see. 5933 of the Code)-relating to bottling

requirements
This amendment eliminates a redundant citation.

See. 1905(a) (17) (amends see. 5234 of the (ode)--onsolidation for
further storage in bond

This amendment conforms the time limit within which distilled
spirits in bond storage may be mingled with the time limit in section
5006 (a) (2) for storing distilled spirits in bond. The latter limit was
raised from eight years to twenty years in 1958.

Subchapter E. General provisions relating to distilled spirits

Sec. 1905(a) (18) (amends see. 5314 of the Code)--applieation of er-
tain provisions to Puerto Rico

This provision corrects an erroneous cross reference.
See. 1905(a) (19) (repeals see. 5315 of the Code)---status of certain

distilled spirits on July 1, 1959
This paragraph repeals a July 1, 1959, transitional provision.

Subchapter F. Bonded and taxpaid wine premises

See. 1905 (a) (90) (amends see. 5368 of the Code)--gauging and mark-
ing wine

Subparagraph (A) eliminates a reference to stamps in the heading
of section 5368 since stamps are not used to identify wines and the use
of stamps is not contemplated.

Subparagraph (B) removes a reference to stamps in section 5368
(b) and in thehea ding of that subsection.
See. 1905(a) (21) (amends see. 5399 of the Code)--definitions relating

to taxation of wine
This amendment strikes out a citation that is redundant and un-

necessary.



Subchapter J. Penalties, seizures, and forfeitures relating to
liquors

Sec. 19 0 6(a) (22) amend8 sec. 5601 of the Code)-presumptions re-
lating to criminal penaZties

This amendment strikes out paragraphs (1), (3), and (4) of present
section 5 6 0 1 (b)-presumptions which either have been specifically de-
clared unconstitutional or which the Internal Revenue Service believes
to be unconstitutional.
See. 1905(a) (23) (amend sec. 5685 of the Code)-penaltiee for pos-

session of certain devices
This paragraph conforms cross references and a definition to changes

in chapter 53 made by the Gun Control Act of 1968.

Chapter 52. Cigars, Cigarettes, and Cigarette Papers and Tubes

Sec. 1905(a) (54) (amends sec. 5701 of the Code)--rate oI tax on im-
ported tobacco products

This amendment conforms the tax on imported tobacco products and
cigarette tubes and papers to Tariff Schedule item 804, 19 U.S.C. 120-2,
which provides, for articles previously exported from the United
States, a customs duty "in lieu of any other duty or tax"-

See. 1905(a) (25) (amends ec. 5703 of the Code) -iability for tobacco
tax and method of payment

Subparagraph (A) conforms provisions relating to tobacco tax to
administrative practice and to related provisions regarding wines and
distilled spirits.

Subparagraph (B) strikes out a traditional rule allowing tobacco
taxes to continue to be paid by stamp until regulations provide for pay-
ment on the basis of return. Those regulations have been issued, and so
the transitional rule no longer applies.

Subparagraph (C) eliminates section 5703(c), relating to the use of
stamps to evidence payment of the tobacco tax. These stamp provisions
have never been implemented, and there is no intention to implement
them.
See. 1905(a) (6) (amends see. 5704 of the Code) -tobacco products,

etc., brought into or returned to the United States
This amendment relaxes an unneeded restriction by permitting pro-

prietors of export warehouses to import, under bond, tobacco products
and cigarette papers and tubes directly, rather than through a tobacco
products manufacturers, as is required by present law.
See. 1905(a) (57) (amends sec. 5715 of the Code)-tobacco business

. permits
This paragraph deletes an obsolete transitional rule allowing per-

sons lawfully in business as a tobacco products manufacturer or as a
tobacco export warehouse proprietor to remain in business after en-
actment of the Excise Tax Technical Changes Act of 1958 until he
has had a reasonable opportunity to obtain the tobacco permit required
by that Act.
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Sec. 1905(a) (28) (amends see. 5723 of the Code)-pakaging tobacco
prior to removal

This amendment strikes out a requirement that a tobacco products
manufacturer or a tobacco export warehouse proprietor must affix to
his package of tobacco products, etc., prior to removal, such stamps
as regulations may prescribe. The use of stamps to evidence payment
of the tobacco tax is being eliminated by the repeal of section 5703(c)
of the Code by section 1905(a) (25) (C) of this title. Conforming
changes are made to the headings of section 5723 and 5723(b).
See. 1905 (b) -conforming and clerical amendments

This subsection provides various conforming amendments to reflect
the amendments and repeals made in the alcohol, tobacco, etc., excise
tax provisions (subtitle E).
See. 1905 (c)-amendments to provisions referring to Territories

This subsection strikes out a number of references to "Territories"
in the alcohol, tobacco, etc., tax provisions for the reason that there
are no longer any "Territories" of the United States, Hawaii, which
ceased to be a Territory in 1958, was the last. TheUnited States does
have a number of territories" (spelled with a beginning small letter
"t"), but they have never been affected by these provisions. Deletion
of these references does not terminate the rights, duties, powers, and
liabilities that arose before the effective date of this title.,
Sec. 1905 (d)--efective date

This subsection provides that the effective date of the amendments
and repeals made to subtitle E is to be the first day of the first month
beginning more than 90 days after enactment of this title.
SEC. 1906. AMENDMENTS OF SUBTITLE F; PROCEDURE

AND ADMINISTRATION

Chapter 61. Information and Returns

Sec. 1906(a) (1) (amends see. 6013 of the Code)-joint returns
These amendments are clerical, such as the one which uses the new

name of the United States Tax Court.
See. 1906(a) (2) (amends sec. 6015 of the Code)-estsated tax

This amendment strikes out an obsolete effective date provision
(December 31, 1954) for this section.
See. 1906(a) (3) (amends sec. 6037 of the Code)--returns of sub-

chapter S corporations
This amendment corrects an error in a cross reference.

See. 1906(a) (4) (amends sec. 6046 of the Code)-information as to
organization of foreign corporations

This amendment eliminates special rules (relating to information
returns with respect to foreign corporations) applicable to the first
six months of 1963.
Sec. 1906(a) (5) (amends see. 6051 of the Code)--receipts for

employees
This is a clerical amendment striking out a misplaced word.
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Sec. P9 O0(a) (6) (amends sec. 6065 of the Code)--verifcatin of
returns

This amendment eliminates the authority to require certain returns,
statements, and other documents to be verified by oaths, rather than
under the penalty of perjury. This authority is not now used and is
not expected to be used.
Sea. 1906(a)(7) (amends sec. 6103 of the Code)-publickty of tax

returns
This amendment strikes out a reference to coconut and palm oil

taxes which were repealed in 1962. A special effective date provision
is provided so that returns made or required to be made prior to that
effective date will remain open to public inspection pursuant to section
6103.
Sec. 1906(a) (8) (repeals see. 6105 of the (ode)--compilation of data

for certain excess profits cases
This amendment strikes out a provision for the compilation and

publication of data with respect to excess profits tax cases under sec-
tion 722 of the 1939 Code.
Sec. 1906(a) (9) (amends sec. 6110 of the Code)-croes reference

This amendment strikes out cross references to a provision relating
to cotton futures (see section 1952 of this title) and to provisions relat-
ing to narcotics which were repealed by the Comprehensive Drug
Abuse Prevention and Control Act of 1970.

Chapter 62. Time and Place for Paying Tax

Sec. 1906(a) (10) (amends sec. 6152 of the Code) installment pay-
merts by corporations

This amendment strikes out a rule for taxable years ending before
December 31, 1954, which allowed a corporation to pay taxes imposed
by chapter 1 in four installments.
Sec. 1906(a) (11) (amends see. 6154 of the Code)-installment pay-

ments of estimated income tax by corporations
These amendments strike out various transitional rules applicable

to installments of estimated tax for taxable years beginning in 1968,
1969,1970,1971,1972,1973, and 1974.
Sec. 1906(a) (1f) (amends sec. 6157 of the Code)-payment of Fed-

eral unemployment tax quarterly or on other basis
These amendments strike out special rules relating to the computa-

tion of Federal unemployment tax for calendar quarters or other
periods in 1970 and 1971.
See. 1906(a) (14) (amends sec. 6166 of ithe Code)-extension of time

for payTent of tax on the liquidation of certain personal holding
company e

This amendment repeals a section dealing with an extension of time
for the payment of tax on gain on the liquidation before 1957 of cer-
tain personal holding companies.
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See. 1906Aa) (14) (amends sec. 6166 of the Code)---etension of time
for payment of estate tao

These amendments eliminate a 1958 effective date provision and
strike out section 6166(i) (4), . special provision relating to taxable
years ending before 1960.

Chapter 63. Assessment

See. 1906 (a) (15) (amends sec. 6205 of the Code)--relating to the Dis-
trict of Columbia as an emp' oyer

This is a clerical amendment changing "Commissioner of the
District of Columbia" to "Mayor of the District of Columbia" in
order to reflect the enactment of the District of Columbia Self Govern-
ment and Governmental Reorganization Act.
See. 1906(a) (16) (amends sec. 6027 of the Code)---cross references

The amendment strikes out a cross reference to provisions repealed
in 1962.
See. 1906(a) (17) (amends see. 6213 of the Code) -restrictions appli-

cable to deficiencies; petitions to the Tao Court
This amendment conforms the provision to the definition of "United

States", used in a geographical sense, that appears in section 7701
(a) (9) of the Code.

Sec. 1906(a) (18) (amends see. 6215 of the Code)--assessment of def-
ciency found by Ta Court

This amendment strikes out an unnecessary citation.

Chapter 64. Collection

See. 1906 (a) (19) (amends sec. 6302 of the Code) -collection of certain
excise taxes

This is a clerical amendment to strike out references to certain obso-
lete provisions relating to taxes on coconut and palm oil (repealed
in 1962) and on narcotics (repealed in 1970).
See. 1906(a) (20) (repeals sec. 6404 of the Code)-collection under the

Tariff Act of 1930
This amendment repeals a cross reference to provisions repealed in

1962.
See. 1906(a) (21) (amends see. 1336 of the Code) -fractional parts of

a cent
This amendment deletes a reference to taxes payable by stamp from

the rules pertaining to rounding off fractional parts of a cent in the
payment of taxes, since no tax now collected by stamp will be due in
fractions of a cent.

Bec. 1906(a) (22) (amends see. 6326 of the Code)-cross references for
sections relating to lien for taxes

This provision conforms to current drafting style in striking out
unnecessary Statutes at Large citations in paragraphs 2, 3, 4, and 5.
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Sec. 1906(a) (23) (amends sec. 6365 of the Code)--defnitions and
special rules

This amendment changes the term "Commissioner of the District
of Columbia" to "Mayor of the District of Columbia" to reflect the
provisions of the District of Columbia Self Government and Govern-
mental Reorganization Act.

Chapter 65. Abatements, Credits, and Refunds

Sec. 1906(a) (94) (amends sec. 6412 of the Code) -floor stocks refund
This is a clerical amendment which renumbers two paragraphs.

Sec. 1906(a) (25) (amends sec. 6413 of the Code)--special rules appli-
cable to employment taes

Subparagraphs (A) and (C) are clerical amendments substituting
"Mayor" for 'Commissioners" of the District of Columbia to reflect
enactment of the District of Columbia Self Government and Govern-
mental Reorganization Act.

Subparagraph (B) is a clerical amendment to reflect an increase in
the social security wage base ceiling and to strike out certain rules
applicable to special refunds or credits of certain employment taxes
deducted from wages received in calendar years prior to 1975. A
special effective date is provided so that refunds or credits with
respect to wages paid in calendar years before 1976 will not be affected.

Subparagraph (D) strikes out an obsolete internal effective date
(1967).
See. 1906(a) (96) (amends sec. 6416 of the Code)--refund or credit of

taxes on special fuels
Subparagraph (A) is a clerical correction redesignating two sub-

paragraphs in section 6416 (a) (3).
Subparagraph (B) deletes provisions relating to credits or refunds

of overpayments of taxes imposed on taxable sales or uses under
section 4041 of the Code, but ultimately used or resold for exempt pur-
poses (such as a use on a farm for farming purposes). These deleted
provisions relate only to uses or resales prior to July 1, 1970. Exempt
uses or resales after June 30, 1970, are covered by section 6427 of the
Code.

Section 6416 of the Code allows a credit to be taken "on any subse-
quent return" for a number of overpayments, including those de-
scribed in the deleted provisions of section 6416. It is possible, there-
fore, that claims for overpayments on account of sales and uses prior
to July 1, 1970, may still be open, and, accordingly, the bill provides
a special effective date for the deletions made in subparagraph (B)
to preserve any such claims that may still be open.
See. 1906(a) (97) (repeal of sec. 6417 of the Code)-coconut and palm

oil
This amendment strikes out .a section of the Code relating to the

former tax on coconut and palm oil that was repealed in 1962.
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See. 1906(a) (28) (amends see. 6420 of the Code)-gasoline used on
fa.rn

Subparagraph (A) deletes obsolete provisions concerning claims for
refund with respect to gasoline used before July 1, 1965.

Subparagraph (B) corrects a typographical error.
Subparagraphs (C) and (D) strike out obsolete effective date pro-

visions (December 1,1955, and June 30,1965).
Aee. 1906(a) (29) (amends see. 6421 of the Code)-gaoline used for

nonhighway purposes or by local transit system
Subparagraph (A) strikes out an obsolete internal effective date

(June 30, 1970).
Subparagraph (B) deletes obsolete provisions relating to claims for

refund with respect to gasoline used before July 1, 1965.
- Subparagraphs (C) and (D) strike out obsolete internal effective

dates (June 30, 1956, and June 30, 1965).
See. 1906(a) (30) (amends sec. 642 of the Code)--cross references

relating to credits and refunds
This amendment deletes unnecessary citations to the Statutes at

Large.
See. 1906(a) (31) (amends see. 6423 of the Code)-credit or refund of

alcohol and tobacco taxes
These amendments delete obsolete internal effective dates (April 30,

1958, April 30, 1969, and June 15, 1957) relating to claims for credit
or refund and suits filed with respect to alcohol and tobacco taxes.
See. 1906(a) (32) (amends see. 6424 of the Code)-lubricating ol not

used in highway motor vehicles
These amendments strike out a transitional rule for taxable years

beginning in 1965 and an obsolete internal effective date (December 31,
1965) relating to the use of certain lubricating oil.
See. 1906(a) (33) (amends see. 6427 of the Code) -fuels not used for

taxable purposes
These amendments strike out an obsolete effective date (June 30,

1970) relating to repayment or credit of the tax on use of certain fuels.
A special effective date for this provision ("fuel used or resold after

June 30, 1970") is provided because credits and refunds for fuels used
or resold prior to June 1, 1970, are governed by section 6416(b) of the
Code.

Chapter 66. Limitations

See. 1906(a) (34) (amends see. 6504 of the Code)--cross references
Subparagraph (A) is a clerical amendment to combine several cross

references into one paragraph. Subparagraph (B) renumbers the
paragraphs of section 6504 of the Code in conformance with the
amendment made by subparagraph (A) and the deletion of paragraphs
(1), (6), and (7) by paragraphs (36) (C), (37) (C), and (39) (B) of
section 1901 (b) of this title.
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Sec. 1906(a) (35) (amends sec. 6511 of the Code) -limitations on credit
or refund

These amendments strike out obsolete internal effective date pro-
visions (September 1, 1959, and December 31, 1965) relating to cer-
tain claims for credit or refund.

Chapter 67. Interest

See. 1906(a) (36) (amends sec. 6601 of the Code)--interest on under-
payments

This amendment strikes out an obsolete reference to a provision of
the 1939 Code relating to interest on estimated tax payments.

Chapter 68. Additions to the Tax, Additional Amounts, and
Assessable Penalties

See. 1906(.a) (37) (amends sec. 6654 of the (ode)-payment of esti-
mated income tax

This amendment strikes out an internal effective date (December 31,
1954) that is no longer needed.

Chapter 69. General Provisions Relating to Stamps

See. 10 (a) (38) (amends see. 6802 of the Code)--supply and dig-
tribution of stamps

This paragraph is a clerical amendment substituting a period for a
semicolon.
See. 1906(a) (39) (amends sec. 6803 of the Code)--accounting and

safeguarding of stamps
These amendments redesignate subsections (b) (1) 'and (2) as sub-

sections (a) and (b) (the previous subsection (a) having been re-
pealed in 1972) and strike out an obsolete cross reference.

Chapter 70. Jeopardy, Bankruptcy, and Receiverships

Sec. 1906(a) (40) (amends sec. 6863 of the Code)-stay of collection
of jeopardy assessments

This amendment strikes out an obsolete internal effective date (Jan-
uary 1, 1955) relating to a stay of sale of seized property pending a
Tax Court decision.

Chapter 72. Licensing and Registration

Sec. 1906 (a) (41) (amends sea, 7012 of the (ode)--cross references
This amendment strikes out a cross reference to the tax on white

phosphorous matches (which is repealed by section 1904 (a) (16) of this
title), corrects an erroneous cross reference, and renumbers the remain-
ing subsections.
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Chapter 73. Bonds

Sec. 1906(a) (42) (amends see. 7103 of the Code)-cross references
This amendment strikes out cross references to taxes on oleomar-

garine, adulterated butter, filled cheese, opium for smoking, and white
phosphorus matches repealed by sections 1904(a) (15), (16), and (17)
of the bill and by legislation enacted in 1962, 1970, and 1974.

Chapter 75. Crimes, Other Offenses, and Forfeitures

Sec. 1906(a) (43) (amends sec. 7371 of the Code)-penaltes for of-
fenses relating to stamps

This amendment strikes out an obsolete provision relating to pay-
ment of certain taxes by stamp.
Sec. 1906(a) (44) (amends see. 7272 of the Code)--penalty for failure

to register
This amendment strikes out cross references to narcotics provisions

which were repealed by the Comprehensive Drug Abuse Prevention
and Control Act of 1970.
See. 1906 (a) (45) (amends see. 7336 of the Code) -disposal of forfeited

or abandoned property
These amendments correct an erroneous reference and redes-

ignate subsection (c) as subsection (b), the previous subsection (b)
having been repealed by the Comprehensive Drug Abuse Prevention
and Control Act of 1970.

Chapter 76. Judicial Proceedings

Sec. 1906(a) (46) (amends sec. 7422 of the Code)-cinil actions for
refund

These amendments strike out an obsolete internal effective date
(June 15, 1942), relating to the effect of certain suits and Tax Court
petitions filed after that date.
Sec. 1906(a) (48) (amends sec. 7427 of the Code) -cross references re-

lating to proceedings by taxpayers
Unnecessary Statutes at Large citations are struck out in this

amendment.
Sec. 1906(a) (48) (amends sec. 7448 of the Code)-annuities to widows

and dependent childre nof Tax Court judges
These amendments eliminate a distinction in present law between

male and female judges of the Tax Court, in respect of annuities to
surviving family members of Tax Court judges. As now worded, sec-
tion 7448 refers only to a widow (defined as a surviving wife) of a
Tax Court judge, and similarly to a mother of issue of a judge's mar-
riage. However, it appears that there is no continuing intent to deny
equal protection to the surviving spouses of all Tax Court judges
regardless of sex.

The bill eliminates any distinction based on sex and replaces the
terms "widow", widower", "surviving wife, "mother", "her", and
"she" with the terms "surviving spouse", "parent", and "such spouse

as appropriate.
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See. 1906(a) (49) (amends sec. 7471 of the Code)--employees of Tax
court

These amendments delete unnecessary Statutes at Large citations
from subsections (a) and (b) of section 7471.
Sec. 1906(a) (60) (amends sec. 7476 of the Code)--declaratory

judgments
This amendment makes a clerical correction in placing the material

in subsection (a) that follows paragraph (2) (B) at the flush left
margin. This is done to make it clear that that material refers to all
of subsection (a), and not merely to subsection (a) (2).

Chapter 77. Miscellaneous Provisions

See. 1906(a) (51) (amends sec. 7502 of the Code)-timely mailing
treated as timely filing

This paragraph is a clerical amendment changing a reference (relat-
ing to postmarks) from the "United States Post Office" to the "United
States Postal Service" to reflect the enactment of the Postal Reor-
ganization Act.
Sec. 1906(a) (52) (amends see. 7507 of the Code) -exemption for in-

solvent banks
These amendments strike out an obsolete date (May 28, 1938) relat-

ing to assessment of certain taxes owed by insolvent banks.
See. 1906(a) (53) (amends see. 7.508 of the Code) -time for perform-

ing certain acts postponed by reason of tuar
These are clerical amendments changing the heading of section 7508

to refer to "service in a combat zone" and using the defined term
"United States" (see. 7701 (a) (9) of the Code) to replace "States of
the Union and the District of Columbia".
Sec. 1906(a) (54) (amends sec. 7509) of the Code)--eXpenditures by

the Post O/ce Department
Subparagraphs (A), (B), and (C) are clerical amendments to use

the term "United States Postal Service" in lieu of "United States Post
Office" to reflect the enactment of the Postal Reorganization Act.

Subparagraph (D) eliminates a cross reference to a previously
repealed subsection.

Chapter 78. Discovery of Liability and Enforcement of Title

See. 1906(a) (55) (amends sec. 7621 of the Code)-internal revenue
districts

This amendment eliminates the-term "Territory" since there are no
longer any Territories.
See. 1906(a) (56) repealss see. 7641 of the Code)--supernvi ion of oper-

atione of certain manufacturers
This provision repeals subchapter C of chapter 78, which contains

administrative provisions relating to the taxes on filled cheese, oleo-
margarine, process or renovated butter, and white phosphorus matches.
The taxes on these items are repealed by other provisions of the bill
or have been repealed by prior law.
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See. 1906(a) (57) (amends sec. 7652 of the Code)--shipments to the
United States

These subparagraphs strike out obsolete provisions relating to pay-
ments to the Virgin Islands of taxes collected in 1955 and 1956.
See. 1906(a) (58) (amends sec. 7653 of the Code)-hipmentfrom the

United States
This amendment deletes a citation to the Statutes at Large.

Chapter 79. Definitions

Sec. 1906(a) (59) (amends sec. 7701 of the Code)--defintions
Subparagraph (A) defines the term "Secretary" to mean the Secre-

tary of the Treasury or his delegate. (The term "Secretary" is cur-
rently defined as the "Secretary of the Treasury".) Subparagraph
(A) also provides that the term "Secretary of the Treasury" means the
Secretary of the Treasury, personally, not including any delegate.

Subparagraph (B) redefines the term "or his delegate" for purposes
of the Internal Revenue Code. This term may include, for example,
the Commissioner of Internal Revenue.

To make use of these new terms, subparagraph (A) of subsection
(b) (14) of section 1906 of this title amends the Internal Revenue Code
by striking out "Secretary or his delegate" each place it appears and
inserting in lieu thereof "Secretary". Paragraphs (B), (C), and (N)
of subsection (b) (14) strike out "Secretary" and insert in lieu thereof
"Secretary of the Treasury" in 26 provisions of the Code which cur-
rently use the term "Secretary" without reference to any of his
delegates.

Subparagraphs (D), (I), (J), (L), and (M) of subsection (b)(14)
change certain derivations of the term "Secretary or his delegate"
(such as "Secretary nor his delegate") to "Secretary".

Subparagraphs (E), (F), and (H) of subsection (b) (14) change
the term "Secretary" to "Secretary of Labor" in the following sec-
tions of the Code: 3304(c), 3310(d) (2), and 3310(e).

Subparagraph (G) of subsection (b) (14) amends sections 3221 (a?
and 3221(c) of the Code by striking out the words "of the Treasury)
following the word "Secretary" so that the notification of certain ac-
tions by employers or by the Railroad Retirement Board required by
such sections does not have to be made to the Secretary of the Treasury
personally.

Subparagraph (K) of subsection (b) (4) substitutes "to the Secre-
tary of the Treasury (or to such person as the Secretary of the Treas-
ury" for "to the Secretary or to such person as the Secretary."

Chapter 80. General Rules

Sec. 1906(a) (60) (amends sec. 7803 of the Code)-other personnel
This paragraph is a clerical amendment redesignating subsection

(d) as subsection (c), the previous subsection (c) having been re-
pealed.
Sec. 1906(a) (61) (amends sec. 7809 of the ode)-deposit of collec-

tions
This amendment deletes cross references to provisions repealed by

the Comprehensive Drug Abuse Prevention and Control Act of 1970.



543

8ec. 19 06 (b) -cnforming and clerical amendments
This subsection of the bill makes clerical and conforming amend-

ments to several sections and tables of sections of the Code to reflect
the repeal of Code sections 6105, 6162, 6304, 6417, and 7641 and the
amendment of Code sections 6111, 6154, 6416, 6420, 6424, 7448, 7508,
7509, and 7701 by section 1906 (a) of this title.
Sec. 1906 (c)--amendments to sections refe ing to Territories

This subsection amends sections 6871(a), 7622(b), and 7701 (a) (4)
of the Code by striking out references to Territories since there are no
longer any United States Territories.
Sec. 1906(d)--efective date

Section 1906(d) provides that, except as otherwise expressly pro-
vided, the amendments made by section 1906 are to take effect on the
first day of the first month which begins more than 90 days after the
date of enactment of the bill, except that any amendment, when re-
lating to a tax imposed by chapter 1 or chapter 2 of the Code is to
apply with respect to taxable years beginning after December 31, 1976.
SEC. 1907. AMENDMENTS OF SUBTITLE G; THE JOINT

COMMITTEE ON INTERNAL REVENUE TAX-
ATION

Paragraph (1) of subsection (a) substitutes the name "Joint Com-
mittee on Taxation" for "Joint Committee on Internal Revenue Taxa-
tion" in section 8001. This change is made in the interest of brevity and
does not change the functions of the Joint Committee. The duties of
the Joint Committee are set forth in section 8022 of the Internal Reve-
nue Code and relate only to internal revenue taxes and to the Internal
Revenue Service (or any other agency to the extent it is charged with
administration of those taxes).

Paragraph (2) amends section 8004 to refer to the compensation of
"the Chief of Staff" instead of "a clerk," thus conforming this provi-
sion to the present language of section 8023 (b).

Paragraph (3) of subsection (a) strikes out an outdated limitation
on the cost of stenographic services incurred by the Joint Committee.

Paragraph (4) is a clerical amendment to make more readable sec-
tion 8023 (c), dealing with the inapplicability of reorganization plans
to the Joint Committee.

Paragraph (5) is a general provision that all references in any other
statute, or in any rule, regulation, or order to the Joint Committee on
Internal Revenue Taxation are to be considered to be made to the Joint
Committee on Taxation.

Subsection (b) provides conforming amendments for appropriate
changes in references to the Joint Committee on Internal Revenue
Taxation in sections 6103(d) (2) and 6405(a) of the Code. Subsection
(b) also makes conforming amendments to the heading of subtitle G
and to the table of subtitles.

Subsection (c) provides that the amendments made by this section
of the bill are to take effect on the first day of the first month which
begins more than 90 days after enactment.
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PART II-AMENDMENTS OF CODE PROVISIONS WITH
LIMITED CURRENT APPLICATION, REPEALS AND
SAVINGS PROVISIONS

Sec. 1951. Provisions of subtitle A

Sec. 1951 (a) (explanation of references to sections)
This subsection eliminates the need of repeated references to the

Internal Revenue Code of 1954 in this section by providing that, when
this section of the bill refers to an amendment or repeal of a section
or other provision, that is to be considered an amendment or repeal
of a section or other provision of the Internal Revenue Code.
See. 1951 (b) (1) (amends see. 72 of the Code) -certain joint and sur-

vivor annuities
Subparagraph (A) of this paragraph removes from the Code a

special provision for joint and survivor annuities where the first an-
nuitant died in 1951, 1952, or 1953. Subparagraph (B), however, pro-
vides that the deleted provision is to continue to apply in cases of
annuity contracts under which distributions were made in taxable
years beginning before January 1, 1977, and to which the deleted
provision was applicable.
Sec. 1951 (b) (2) (amends sec. 108 of the Code)--railroad corpora-

tions' discharge of indebtedness
This provision strikes out a special rule of very limited current ap-

plicability relating to an exclusion from the income of railroad corpo-
rations for income arising from the discharge, cancellation, or modifi-
cation of indebtedness pursuant to a receivership proceeding or re-
organization proceeding under section 77 of the Bankruptcy Act which
was commenced before January 1, 1960. The special rule continues to
apply, however, to any existing railroad corporation receivership or
reorganization proceeding commenced before 1960.
Sec. 1951(b) (3) (amends see. 164 of the Code)-payments for mu-

nicipal-type services in Atomic Energy Communities
This paragraph strikes out a provision that authorizes deduction of

certain amounts paid to the Atomic Energy Commission (or its succes-
sors. currently the Nuclear Regulatory Commission) for municipal-
type services in atomic energy communities. However, the committee
understands that payments are still being made for such services in
Los Alamos, New Mexico. For this reason, the provision is to have
continued application to amounts paid or accrued in a community in
which the Commission's successor provided municipal-type, services
on December 31, 1976.
See. 1951(b) (4) (repeals sec. 168 of the Code)-60-month amortiza-

tion of emergency facilities
This paragraph repeals the provision allowing five-year amortiza-

tion of emergency facilities. The provision is largely obsolete since
certification of an emergency facility is required if the rapid amortiza-
tion is to be allowed, but the existing provision does not permit certifi-
cation after 1959.

.Some additional language in the bill's provision is necessitated by
a conforming amendment to section 642 (f) of the Code.
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Sec. 1951(b) (5) (amends see. 171 of the Code) -amortizable bond
premium for certain bonds acquired after January 2, 1954, and
before January 1, 1958

This provision strikes from the Code a special rule relating to the
amortizable bond premium of taxable bonds (for which an election is
made under section 171 (c) of the Code) issued after January 22, 1951,
with a call date not more than three years after the issue date, if
acquired by the taxpayer after January 22, 1954, and before January
1, 1958.

Although stricken from the Code, this special rule is retained in
the public laws for all such bonds.
Sea. 1951(b) (6) (amends sec. 333 of the Code) -liquidations of cer-

tain corporations affected by the Revenue Act of 1964
This paragraph deletes a provision allowing stockholders to elect

the application of certain nonrecognition of gain rules in cases of
liquidation distributions of corporations that were not personal hold-
ing companies in one of the two taxable years ending before Febru-
ary 26, 1964 (the date of enactment of the Revenue Act of 1964) but
which would in that year have been personal holding companies under
the new, stricter provisions of this Act.

Shareholders of such corporations may still claim the benefit of
nonrecognition of gain rules applicable to liquidations after 1966 if
their corporations meet certain tests and requirements set out in the
existing section 333(g) (2). Therefore, the bill retains those particular
provisions in the public laws, although they are deleted from the
Code.
See. 1951(b) (7) (amends sec. 453 of the Code) -certain intallment

sales prior to 1954
This paragraph strikes from the Code references to the tax treat-

ment of payments on installment sales of realty and casual installment
sales of personalty concluded before 1954. The special rile applicable
to those sales made before 1954 is retained in the public laws, how-
ever, for the continued use of taxpayers now eligible to use this rule
because their sales were covered by section 44(b) of the Internal
Revenue Code of 1939. (Before 1954, installment sales tax treatment
for sales of this class could be obtained only if there was a payment
or payments of a total not exceeding 30 percent of the selling price
in the taxable year of the sale. After 1953, it was not required that
there be any payment in the year of sale.)
See. 1951(b) (8) (amends see. 512 of the Code)--exclusions from

unrelated business taxable income
This paragraph deletes a provision of the Code (sec. 512(b) (13))

excluding from the definition of unrelated business taxable income cer-
tain income received by exempt trusts created by the wills of individ-
uals who died between August 16, 1954, and January 1, 1957, if that
income is received by those trusts as limited partners (as defined). Also
deleted is an exclusion of income used by a labor, agricultural, or hor-
ticultural organization to establish, maintain, or operate a retirement
home, hospital, or similar facility, if the income is derived from agri-
cultural pursuits on grounds contiguous to the facility and if the
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income does not provide more than 75 percent of the cost of operating
or maintaining the facility.

For both cases, a savings provision is retained in the public laws
to continue to allow these exclusions.
Sec. 1951 (b) (9) (amends see. 545 of the Code)--deductions allowable

in computing personal holding company income
This provision strikes from the Code a paragraph (see. 545(b) (9))

which permits the deduction from personal holding company income
(upon which a special 70-percent tax rate is imposed) of the amount
of any properly filed lien in favor of the United States to which the
taxpayer is subject at the end of the taxable year. This provision
appears to have rare, if any, usage now. It was enacted, in 1951 for the
benefit of a personal holding company which is no longer jn existence.

The paragraph to be deleted also requires the sum of the amounts
deducted to be recaptured -by their inclusion in the taxable income of
the taxpayer for the year the lien is satisfied or released, and it permits
the taxpayer's shareholders to compute the income tax on dividends
attributable to amounts so included in income as though they were
received ratably over the period the lien was in effect. These latter
provisions are retained in the public laws for application to recaptures,
on account of liens satisfied or released in taxable years beginning on
or after January 1, 1977, of deductions taken in taxable years begin-
ning before that date.
Sec. 1951(b) (10) (amends sec. 691 of the Code)-installment obliga-

tions received from a decedent
This paragraph deletes the provision allowing taxpayers to elect

to report, on a pro rata basis, installment payments on certain obliga-
tions transferred from a decedent (in taxable years to which the 1939
Code applied) without the necessity of maintaining a bond with the
Internal Revenue Service to guarantee the proper reporting of the
installment payments, as had been necessary with respect to returns
required to be filed before September 3, 19'64.

It is believed either that none of these obligations are still outstand-
ing, or, if any are, that the taxpayers have already exercise the
election. This amendment preserves the rights of any taxpayers still
reporting such installment payments who will have made the election
with respect to taxable years beginning before January 1, 1977.
Sec. 1951(b) (11) (amends see. 817 of the Code) -life insurance com-

pany gains on transactions occurring prior to January 1, 1.959
This paragraph deletes from the Code section 817(d), which ex-

cludes from taxation gains realized by life insurance 'companies in
cases of gains from, or considered under the life insurance company
tax provisions as from, the sale or other disposition of a capital asset
(or of property which, except for section 817(d), would constitute
section 1231 assets) before 1959. Before 1959, such gains were usually
not subject to tax in the case of life insurance companies.

It is unlikely that this provision has any current applicability since
taxpayers are not likely to be currently receiving gains from pre-1959
dispositions, except in the limited area of installment sales. In those
cases, the number of transactions to which the provision mght apply,
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may be expected to decrease each year. For these reasons, the provision
is removed from the Code, but retained in the public laws.
Sec. 1951(b) (12') (repeals sec. 1347 of the Code)-claims filed against

the United States before January 1,1958
This paragraph deletes from the Code a provision limiting to 33

percent of the amount paid (without taking into account the interest
paid), the tax payable on payments by the United States on claims un-
paid for 15 years and involving the acquisition of property. The pro-
vision applied only if the claim was filed before January 1, 1958.

It is believed that no claim of the type described in section 1347 is
still outstanding. If any does exist, however, it will remain subject to
the same tax treatment by virtue of the inclusion in the public laws
of the provision deleted from the Code.

Several conforming changes necessitated by the deletion of section
1347 are also made.
See. 1951(b) (13) (repeals see. 1471 of the Code)--recovery of exces-

sine profits on Government contracts subject to the Vinson-Tram-
mel Act

This paragraph deletes from the Code a provision relating to a few
possible situations of excessive profits on Government contracts not
covered by the Renegotiation Act. In addition, the provision would be
fully operative if the Renegotiation Act should ever be allowed to
expire. Since this provision does not involve taxation as such, but
instead provides for collection of certain excessive profits as taxes are
collected, it is removed from the Code but retained in the public laws.
See. 1951(b) (14) (amends sec. 1481 of the Code)--renegotiated ex-

cessive defense contract profits of taxable years governed by the
Internal Revenue Code of 1939

This paragraph deletes from the Code a provision (section 1481(d))
regarding the readjustment of taxes for taxable years governed by the
Internal Revenue Code of 1939 if excessive defense contract profits
taxed in those years are recaptured by the Government pursuant to
the Renegotiation Act of 1951, as amended.

It is believed that no years governed by the Internal Revenue Code
of 1939 (in general, taxable years beginning before January 1, 1954)
are now in court or in the renegotiation process. However, it appears
that some excessive profits renegotiated for years subject to the 1939
Code are still being collected. In addition, defense contractors and sub-
contractors who failed to file reports of renegotiatble profits for those
years could be required to file such reports (although this is con-
sidered an unlikely possibility). For these reasons, the provision
deleted from the Code is retained in the public laws.
See. 1951 (c)---conforming and clerical amendments

This subsection provides conforming and clerical amendments
necessitated by the repeals made by section 1951(b) of this title.

See. 1951(d)-eJective date
Subsection (d) provides that the amendments made by section 1951

(b) and (c) of this title, except as otherwise expressly provided, are to
apply to taxable years beginning after December 31, 1976.
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SEC. 1952. PROVISIONS OF SUBCHAPTER D OF CHAPTER
39; COTTON FUTURES

This section repeals provisions (sections 4851 through 4877 of the
Code) taxing cotton futures contracts. These provisions impose pro-
hibitory taxes upon cotton futures contracts which do not meet the re-
quirements set forth in these provisions and in related Department of
Agriculture regulations. No tax is collected under these provisions,
which provide the necessary authority to regulate the cotton futures
market. (See legislative findings in title 7 of the United States Code at
section 5, 6a (first sentence), and 2101 (second and third sentences).)
The bill reenacts these provisions (providing appropriate penalties),
which results in transferring the law on this subject out of the Inter-
nal Revenue Code. The material in this section has been reviewed by
the Department of Agriculture, the New York Cotton Exchange, and
the staff of the Committee on Agriculture of the House of Representa-
tives.

A number of conforming and clerical amendments to the Code are
necessitated by the repeal of sections 4851 through 4877 and are made
by subsection (n). The provisions of this section of the title are to take
effect on the 90th day after the date of enactment.



T. ENERGY-RELATED PROVISIONS

1. Residential Insulation Credit (sec. 2001 of the bill and new
see. 44A of the Code)

Present law
Under present law, no special credit or deduction is allowed for

expenditures for insulation of a taxpayer's own residence.'
Reasons for change

A substantial portion of our domestic energy consumption is used
to heat or cool residences. Currently, about 20 percent of our domestic
consumption, or about 6 percent of total world demand, is used in the
United States for residential purposes.

Because of the substantial energy savings that may be effected by
proper insulation of homes, and to reduce the potential problems in the
event of any future energy shortages (such as the 1973-74 shortage as
the result of the oil embargo) the committee's amendment includes a
refundable tax credit to give homeowners and tenants an incentive to
conserve energy by immediate installations of insulation to reduce heat
loss in the winter and to reduce heat gain in the summer. It is esti-
mated that this tax credit will save between 50,000 and 100,000 barrels
of oil per day by 1979.

Explanation of provision.
The committee's amendment provides a temporary program

(through 1978) of credits against income tax for a portion of the ex-
penditures incurred in that period for purchasing and installing in-
sulation on homes. Under the amendment, a refundable credit against
income tax is allowed for 30 percent of the first $750 (for a maximum
credit of $225) spent on insulating a residence 2 used by the individual
paying for the insulation. The credit being provided here is intended
only as a temporary program in the sense that your committee wants
to review it to see whether, in its view, the credit should be further

extended. For that reason the amendment makes the credit available
only for installations of insulation material before January 1, 1979,
and only where payments were made (or, in the case of an accrual
basis taxpayer, incurred) for the material before that date. Also, the
amendment makes the credit available only for insulation of struc-
tures in use or habitable as residences on May 25, 1976, and only for
insulation material installed and paid for on or after July 1, 1976.
The credit is for both the expenditures for the insulation material
itself and the expenditures for its installation.

0 However If the expenditures are undertaken in connection with the sale of the rest-
dence. then 'it has been held that those expenditures might be deductible under section
212 of the Code as being Incurred in connection wth the production of Income. Also, if
the insulation Is of such a magnitude as to be an improvement in the house, then the ex-
penditures may constitute additions to the taxpayer's bass in the house.

'Condominium and cooperative housing units may be treated as separate residences.

(549)
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The credit may be claimed only for insulation payments made dur-
ing the year (or other tax period) for which the tax return is filed.
To the extent that (during the period for which the credit is in effect)
the taxpayer, in any prior year, has paid for insulation on that
residence for which the credit was allowed-the $750 limit on the in-
sulation expenditures for which the credit is given must be reduced by
the amount of the earlier payments.8

If an individual has already claimed the maximum credit under
the limitation for insulation installed on one residence and thereafter
changes his residence, the limitation begins to run again from zero;
that is, he may claim 30 percent of the first $750 spent on insulating
his new residence. Since the credit is only for insulation of a residence,
it is not available to a builder who does not plan to use the structure
as his residence.

The insulation for which the credit may be claimed includes storm
or thermal windows, storm doors, and similar items (such as weather-
stripping, caulking, etc.) In addition, the committee amendment pro-
vides that clock thermostats are eligible items for the credit. However,
the insulation qualifies only if it is specifically and primarily designed
to reduce the heat loss or gain on a building, is material first used by
the taxpayer claiming the credit, has a useful life (to that taxpayer) of
at least 3 years, and meets those performance standards that may be
prescribed in Treasury regulations. The Secretary of the Treasury
is to consult with the Administrator of the Federal Energy Adminis-
tration and the Secretary of Housing and Urban Development in
developing those standards. (In conjunction with this last criterion,
it is understood that the National Bureau of Standards, which is
already engaged in performance studies regarding insulation mate-
rials, will be consulted for its expertise on technical questions con-
cerning the properties of materials.)

In addition, the credit is to be allowed only for the original installa-
tion of insulation in a dwelling unit. As a result, expenditures for such
purposes as the reinstallation in the fall of storm Windows which had
been taken down in the spring are not to qualify for the credit Insula-
tion removed from one structure and placed on the taxpayer's residence
also will not qualify for the credit because of this requirement.

The Treasury Department is to prescribe methods by which taxpay-
ers are to provide verification of their expenditures for qualified insu-
lation. No credit is to be allowed for expenditures that are not verified
in the prescribed manner.4

Qualifying insulation materials must be specifically and primarily
designed for insulation use. Except with reference to storm or thermal
windows or doors, the items that qualify for the credit are
intended to be primarily and specifically insulating materials and not
materials that are primarily structural or decorative in purpose. For
example, drapes and wood paneling would not qualify although they
may have been designed in part to have an insulating effect. Whether

3 Note that expenditures before July 1. 19. and installations before that datea~s
oot to qualify for the credit. Consequentiv such ore-July 1. 1976 exneuditnre andoil-
atallations are to he ignored in determining' whether and to what'extent the $750 limit
is to he reduced under this provision.

S This provision is not to detrort from the general authority of the Internal Revenue
Service to require verification of the correctness of claimed deductions, credits. etc.:
the effect of this provision is to preclude the use of the so-called "Cohan rule" where the
Treasury regulations specifically prescribe one or more appropriate manners of vertifieation.



or not other materials such as attic fans, insulated siding, etc., qualify
is left to administrative determination, which should take into account
the extent of the energy saving, the extent of their use of conventional
energy sources, and whether they otherwise meet the standards of this
provision. In addition, since the credit is only for insulation installed
in existing houses, and not for newly built homes or reconstructions,
the rplacement of an existing wall with a new wall having greater
insulating qualities is not to qualify for the credit. Nevertheless, the
replacement of an existing window or door by a storm or thermal door
or window, or thermal window, could qualify although these items
might otherwise be considered structural in nature.

The credit is available for materials that either reduce heat gain or
reduce heat loss, as well as for materials that possess both these quali-
ties. For example, polyester film installed on windows that has a
cooling quality and which fulfills the requirements of the bill common
to all qualifying materials would be eligible for the credit although it
may possess no quality of reducing heat loss. However, the credit would
not be available for polyethylene film (usually taped over a window)
which does not normally have a useful life of at least 3 years.

If joint occupants of a dwelling unit install qualifying insulation
in that dwelling unit during a calendar year, the total credit is subject
to the regular limit for one person (30 percent of the first $750 of
expenditures) and is apportioned among those who made the expendi-
tures i-n accordance with the proportion which each paid bears to the
total payment during the calender year.

In the case of qualifying expenditures by a cooperative housing cor-
poration, each of the corporation's stockholders who is entitled to
occupy a dwelling unit owned by the corporation, and who in fact
occupies the dwelling unit as his residence, is treated as having paid
for that portion of the corporation's qualifying expenditures that is
the same as his proportionate share of the corporation's total out-
standing stock.

The expenditures made by a residence's owner that qualify for the
credit in some instances may constitute capital expenditures that under
present law increase his tax basis in the residence. In order to avoid a
double tax benefit (allowance on a credit and also a reduced gain on
sale), the committee amendment requires that any increase i basis
on account of a qualified insulation expenditure be reduced by the
amount of the expenditure that is allowed as a credit. For example,
assume that the taxpayer makes $800 of qualified expenditures which
would normally increase his basis in the home. The maximum credit
allowable in this case is $225 (30 percent of the $750 limit). Conse-
quently, the taxpayer's basis in his home would be increased by $575
(the $800 of expenditures minus the $225 of credit).

Under the committee amendment, the home insulation credit is a
refundable credit (that is, a taxpayer whose tax liability is less than
the amount of the credit would receive a refund of the difference,
while the amount of his credit that equals the amount of his tax liabil-
itv would be available to eliminate that liability)."The House bill contained no comparable provision. However, the
House energy tax bill (H.R. 6860) would provide a similar credit,
except that: (1) the maximum expenditures taken into account would
be $500, (2) the $500 would be reduced by prior owners' and renters'
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insulation expenditures for the residence, (3) the credit would not be
refundable, but instead could be used only to reduce or eliminate
income tax liability, (4) the credit would be available for the
period March 15, 1975, through December 31, 1977, (5) the credit
would be only for principal residences, and (6) all allowable expendi-
tures (not only those claimed and allowed) would count toward the
maximum expenditure limit.

Effective date
This credit is to be available only if both expenditures (or accurals)

for insulation and the installation of that insulation is made on or after
July 1, 1976, and before January 1, 1979, on a structure existing in
May 25,1976. However, expenditures on binding contracts entered into
before January 1,1979, may also qualify.

Before the insulation credit program expires at the end of 1978, the
committee intends to again examine the usefulness of this tax incentive
approach and the availability of other approaches to secure the neces-
sary energy savings.

Revenue effect
This provision will reduce budget receipts by $192 million in fiscal

year 1977 and $320 million in fiscal year 1978.

2. Residential Solar or Geothermal Energy Equipment Credit
(sec. 2002 of the bill and new see. 44B of the Code)

Present latw
Under present law, no special tax credit or deduction is allowed for

solar energy equipment or for geothermal energy equipment installed
for a residence.'

Reasons for change
As indicated above in the discussion on a tax credit for installing

home insulation, residential energy is a major portion of the total
energy consumption. In view of the general energy conservation needs
of the country in the years ahead, the committee believes that it is
appropriate to encourage residential installations of solar or geother-
mal energy equipment.

The solar and geothermal equipment and insulation industries repre-
sent a major area of possible future fossil fuel conservation and
should, over a period of time, substantially aid in meeting the prob-
lem of decreasing fossil fuels. At the same time, it must be acknowl-
edged that the solar and geothermal equipment industries are still
fledgling industries. In view of this, the committee believes that there
is a need to encourage these industries through tax incentives. The
committee believes that tax credits provided by its amendment will
help achieve this without significant revenue loss for the next several
years.

As a result, the committee decided to provide a credit for a limited
number of years with the intent to review the need for the credit

1 However, if the expenditures are undertaken in connection with the sale of the
residence, then those expenditures might be deductible under section 212 of the Code
as incurrPd in connection with the production of income. Also, if installations constitute
improvements to a residence, the eneditures may qualify as additions to the taxpayer's
basis in the residence for purposes of determining gain.
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toward the end of that period when more facts will be available as
to the extent of the possible expansion in the use of these types of
equipment.

Explanation of provision
The committee amendment provides a refundable income tax credit

for solar and geothermal energy equipment installed in, on, or in
connection with a residence. The credit is 40 percent of the
first $1,000 of qualified expenditures, plus 25 percent of the next
$6,400 (maximum credit of $2,000). To qualify, both the equipment
and its installation must be paid for by the individual (or individuals)
who is using the edifice as a residence. Thus, an owner or tenant might
qualify, but a developer or builder adding the solar energy equipment
to a new house he does not intend to use as his residence would not
qualify for this credit, although he might qualify for the investment
tax credit extended under this amendment to solar energy equipment
installed for cqimercial or industrial purposes

For purposes of the dollar limitations on the amount of expenditures
that may be taken into account in determining the credit, expenditures
for solar equipment and installation and expenditures for geothermal
equipment and installation are aggregated. In other words, a taxpayer
who had already made purchases of $7,400 for solar equipment allowed
during the credit period could not make qualifying expenditures for
geothermal equipment for the benefit of the same residence.

This tax credit is to be provided only for installations and expendi-
tures made, or, in the case of an accrual basis taxpayer, incurred,
through 1980. Before that time, the committee will review the
credit to see whether it is desirable to continue it for any further
period of time. 'Also, both the installation and the expenditure must
occur after June 30, 1976. The credit is for both the expenditures for
the equipment itself and the expenditures for its installation.

Unlike the case of the credit for installation of insulation on an
existing residence, solar and geothermal energy installation expendi-
tures on both existing residences and newly-constructed residences 2

qualify for the credit.
The credit may be claimed only for qualified payments made during

the year or other tax period for which the tax return is filed. To the
extent that (during the period for which the credit is in effect) the
taxpayer during any nrior rear paid for solar enersrv installations
on that residence which qualified for the credit, the dollar limitations
on the solar or geothermal energy expenditures for which the credit
is given must be reduced by the amount of the earlier qualified
payments.'

If an individual who has already claimed the maximum credit under
the dollar limitations for solar or geothermal energy equipment in-
stalled on one residence. or who has partially used his limitations, there-
after changes his residence, the limitations begin again to run from
zero, and he may claim 40 nercent of the first $1,000 paid, and 25 per-
cemt of the subsequent qualifying expenditures for equipment installed
on is new residence.

lCondominium and cooneestlve units may he trpateA as ,enarate residences.
0Note tbt expenditures before Jul 1. 1976. and Installations before that date are

rot to Qualify for the credit. Coaseeantly. such pre-July 1. 1976. expenditures and in-
,*aliations are to he ignored in determining whether and to what extent the expenditure
limit is reached under this provision.
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The equipment for which the credit may be claimed is that which
uses solar or geothermal energy to heat or cool a building or to preside
hot water for it and, in the case of solar equipment, which meets tim
definitive performance criteria prescribed bythe Secretary of Housing
and Urban Development under the Solar Heating and Cooling Dem-
onstration Act of 1974. In he case of geothermal equipment, itmust
be equipment which is necessary to distribute or use geothermal steam
and associated geothermal resources (as defined in sec. 2(c) of the
Geothermal Steam Act of 1970-30 U.S.C.,1001(c)). • ''

It is usually necessary, at least at this stage of the solar energy
equipment industry's technical advancement, to use heating or cooling
units employing conventional energy sources as "back-ups" to solar
energy equipment for use or supplemental use when very little sunlight
has been available for an extended period of time. However, the credit
of this provision is not to extend to expenditures for these back-np
units.

If joint owners install qualifying solar or thermal energy equip-
ment on their common residence, the credit is to' be apportioned
among those who paid for the installations in accordance with the
proportion which each paid bears to the total payment during the
calendar year.

In the case of qualifying expenditures 'by a cooperative housing
corporation, each of the corporation's stockholders who is entitled to
occupy a dwelling unit owned by' the corporation, and Syho in fadt oc-
cupies the dwelling unit as his residence, is treated' as the resident in
that unit and as having p aid for that portiodi qf the corporation's
qualifying expenditures that is the same as his pronortionate- share
of the corporation's total otqttanding stock. Similarl ' hi thd'case of
duplex, tFlplex, etc., houseg' the expenditure for solar or geothermal
energy may be shared between the respective residents.

Expenditures made by a resident that qualify for the credit would
normally constitute capital expenditures that increase the tax basis
of the residence. In order to avoid a double;tx benefit (allowance of
a credit and also a reduced gain on sale) the committee amendment
requires that any increase in basis on account of a qualified solar or
geothermal energy expenditure be reduced by the amount of the
expenditure that is allowed as a credit. For example, assume that the
taxpayer makes $2,500 of qualified expenditures which would nor-
mally increase his basis in the home. The maximum credit allowable
in this case is $775 (40 percent of the first $1.000 plus 24 percent of
the next $1,500). Conseouentlv, the taxpayer's basis hi's home would
be increased by $1,725 (the $2,500 of expenditures minus the $775 of
credit).

The solar and geothermal ener-v credits are refundable credits.
As a result, a taxpayer whose tax liability is less than the amount of
the credit would receive a refund of the difference, while the amount
of his credit that eouals the amount of his tax liability would be avail-
able to eliminate that liability.

The House bill contained no enmparable prov;s io, J-o-eyer, the
House-passed energy tar bill (H.R. 6860) provided a s#milr credit
except that: (1) the credit wonld be 25 nereent f the first .4000 (a
maximum credit of $2,000); (2) the credit would not be refundable;
(3) expenditures for geothermal energy equipment and its installa-
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tion would not be eligible for the credit; (4) the credit would be
available only to owners of the principal residences in question;
(5) the qualifying expenditures of prior owners of the principal resi-
dence in question would be taken into account in determining whether
the dollar limitations (25 percent of the first $8,000 under the House
bill) had not been exceeded; (6) all allowable expenditures (not only
those claimed and allowed) would count toward the maximum ex-
penditure limit; and, (7) it contained no building contract rule.

Effective date
The committee amendment would make the credit available in

cases in which both the expenditure and the installation of the quali-
fying equipment occurred on or after July 1, 1976, and before Janu-
ary 1, 1981. Before the credit period expires as of December 31, 1980,
the committee intends to reexamine the usefulness of this credit ap-
proeach and the availability of other approaches to secure the necessary
energy savings.

Revenue effect
It is estimated that the credits for solar and geothermal energy

equipment and its installation will result in a negligible revenue loss
through the fiscal year 1978 and a loss of $31 million in fiscal year 1981.

3. Residential Heat Pump Credit (sec. 2002 of the amendment
and new see. 44B of the Code)

Present Zawo
Under present law, no special tax credit or deduction is allowed

for installing a heat pump in a residence.1

Reasons for change
The heat pump's facility of transferring heat from outside air to

indoor premises can reduce the resident's electricity bill by 30 to 50
percent, according to some estimates. This effect results from the lesser
amount of electrical energy needed to power the heat pump as com-
pared with the electricity required by traditional electric heating
equipment.

Because of this saving in electrical energy consumed where heat
pumps are used, the committee believes it is desirable to encourage the
use of heat pumps. Therefore, the committee amendment includes a
credit designed to make installations of heat pumps more attractive.
As is the case with the other energy-related credits provided by the
committee amendment, it is believed that the expanded use of heat
pumps will alleviate future energy crises and result in the conservation
of fossil fuels.,

Since the use of heat pumps is in a more advanced technological
stage than is the use of solar and geothermal equipment, the committee
is making the credit for installation of heat pumps available for a

1 However, if the expenditures are undertaken in connection with the sale of the
residence, then those expenditures might be deductible under section 212 of the Code as
Incurred in connection with the production of Income. Also, If Installations constitute
improvements to a residence, the expenditures may qualify as additions to the taxpayer's
basis in the residence for purposes of determining gain.

2 Of course, to the extent the generators supplying electricity to heat pumps use non-
fossil fuels In converting energy to electricity, an even greater conservation of fossil
fuels will result.
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shorter period of time than is the case of the credits for solar and
geothermal energy equipment also provided by this committee
amendment.

Explanation of provision
The committee amendment provides a refundable income tax credit

for the installation of heat pumps in, on, or in connection with any
residential use by the taxpayer. The amount of the credit is half of
the percentage amount of the credit provided in the committee amend-
ment for solar and geothermal energy equipment. The amount of the
credit for installation of a heat pump is, therefore, 20 percent of the
first $1,000 of qualified expenditures, plus 121/ percent of the next
$6,400 (maximum credit of $1,000). To qualify, the expenses must
be paid by the individual (or individuals) who is using the structure
as a residence. Thus, an owner or tenant may qualify, but a developer
or builder adding the heat pump equipment to a new house he does
not intend to use as his residence would not qualify for this credit.
Expenditures that are taken into account in determining the credit
expenditures for solar and geothermal equipment are aggregated with
the expenses for a heat pump in determining the amount of the credit
and in applying the limitations. In other words, a taxpayer who has
made purchases of $7,400 within the applicable period, which were
allowed for purposes of the credit for solar and/or geothermal energy
equipment, could not utilize the credit available for expenditures for
heat pump equipment for the benefit of the same residence.'

The credit is for both the expenditures for the equipment itself and
the expenditures for its installation. Expenditures for presently exist-
ing structures, but not for houses built during the credit period, will
qualify for the credit.

The credit may be claimed only for qualified payments during the
year or other tax period for which the tax return is filed.

4

If any individual who has already claimed the maximum credit
under the dollar limitations for solar, geothermal, or heat pump
equipment installed on one reside-ice, or who has partially used his
limitation, thereafter installs a heat pump on another residence, the
limitations begin again to run from zcro, and he may claim 20 percent
of the first $1,000 paid, and 121 percent of the subsequent $6,400 of
qualifying expenditures.

The equipment for which the credit may be claimed is that neces-
sary to permit a heat pump to function in a home. This would include
any special ducting required. "Function" in this sense refers. to the
capacity of a heat pump to heat or cool a building, to provide hot
water for it, or to perform any of the other uses normal to the heat
pump under the circumstances.

It is usually necessary, at least at this stage of the heat pump indus-
try's technical advancement, to use heating or cooling units employ-
ing conventional energy sources as "back-ups" to the heat pump for
use or supplemental use during periods when the outdoor tempera-
ture falls below approximately 25 degrees Fahrenheit. However, the
credit is not to be available for expenditures for these back-up units.

Condominium and cooperative units are treated as separate residences.
Pre-July 1, 1976, expenditures and installations are to be ignored in determining

whether and to what extent the expenditures limit is reached under this provision.
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-If joint owners install a heat pump for their common residence, the
credit is to be apportioned among those who paid for the installations
in accordance with the proportion which each paid bears to the total
payment during the calendar year.

In the case of qualifying expenditures by a cooperative housing cor-
poration, each of the corporation's stockholders who is entitled to
occupy a dwelling unit owned by the corporation, and who in fact
occupies the dwelling unit as his residence, is treated as the resident
in that unit and as having paid for that portion of the corporation's
qualifying expenditures that is the same as his proportionate share of
the corporation's outstanding stock. Similarly, in the case of duplex,
triplex, etc., houses, the expenditures for a heat pump may be shared
by the respective residents.

Expenditures made by a resident that qualify for the credit would
iiorinally constitute capital expenditures that increase the tax basis of
the residence. In order to avoid a double tax 'benefit (allowance of a
credit and also a reduced gain on sale of the residence), the committee
amendment requires that any increase in basis on account of a qualified
heat pump expenditure be reduced by the amount of the expenditure
that is allowed as a credit. For example, assume that the taxpayer
makes $2,500 of qualified expenditures which would normally increase
his basis in the home. The maximum credit allowable in this case is
$372.50 (20 percent of the first $1,000 plus 12 percent of the next
$1,500). Consequently, the taxpayer's basis in his residence would be
increased by $2,127.50 (the $2,500 of expenditures minus the $372.50
credit).
,, The heat pump credit is a refundable credit. As a result, a taxpayer

whose tax liability is less than the amount of the credit would receive
a refund of the difference, while the amount of his credit that equals
the amount of his tax liability would be available to eliminate that
liability.

Neither the current House bill nor the House-passed energy tax bill
provided a tax credit, or any tax incentive, for installation of a heat
pump.

Effective date
This credit is to be available only for expenditures (or, in the case

of an accrual basis taxpayer, incurred) for qualifying equipment and
installations which occur after June 30, 1976, and before January 1,
1979, except in the case of a binding contract entered into before that
date. The installations themselves must also be made during that same
period. In addition, if the expenditure is to qualify, the heat pump
must be installed on a dwelling unit located in the United States which
is occupied or habitable on May 25, 1976. Upon expiration of the credit
period, the committee intends to reexamine the usefulness of this credit
approach and the availability of other approaches to secure the
necessary energy savings.

Revenue effect
It is estimated that the credit for heat pumps and their installation

will reduce revenues by $3 million in fiscal 1977, $5 million in fiscal
1978, and $6 million in fiscal 1979.



4. Business Insulation Credit (see. 2003 of the bill and see. 46A of
the Code)

Present law
Under present law, property eligible for the investment tax credit

does not generally inc lude buildings or their structural components
(see. 48 (sj (1) (B)). Structural components which are excluded from
the credit include such parts of a building as walls, ceilings, paneling
for walls, electrical systems and plumbing systems Similarly, other
parts of a building which relate to the operation of the building as a
whole or are of an inherently permanent nature are considered struc-
tural components and do not qualify for the investment credit.'

Reasons for change
The committee believes an important factor in reducing consump-

tion of our energy resources is to encourage measures which result in
the more efficient use of these resources. Studies have shown that the
efficiency of heating and cooling systems in buildings is significantly
increased (and energy consumption is reduced) where adequate insula-
tion is used. As in the case of residences, the committee has concluded
that the installation of insulation in business properties is an appro-
priate energy-saving measure which should be encouraged and has
made the 10-percent investment credit available for insulation, and
certain other energy-saving building components installed in business
properties.

Explanation of provi8ion
This provision expands the types of property eligible for the invest-

ment credit to include insulation and other energy-saving components
which are installed in existing buildings and structures used in a trade
or business or for the production of income. The credit is available for
both the costs of the insulation material and its installation. Except
for a change in its effective period, this committee amendment is the
same as the provision in the House-passed energy tax bill (H.R: 6860).

In order to qualify for the investment credit under this provision,
insulation must be installed after December 31, 1976, and before Janu-
ary 1, 1979. Similarly, the taxpayer's costs for the insulation must have
been paid or have been properly accruable under the taxpayer's method
of accounting after December 31, 1976, and before January 1, 1979.
In addition, the insulation must be installed in a building or other
structure which was, on January 1, 1977, being used for business pur-
poses or for the production of income. However, it is not necessary that
the business use of the building (in which the insulation is installed)
occur in the hands of the taxpayer claiming the credit for this pur-
pose. For example, a taxpayer may claim the credit on his costs for
insulation installed in a building he acquires after December 31, 1976,
where the building was used for business purposes both on that date
and on the date of the installation by the taxpayer.

In the case of leased buildings, the credit is available to either the
owner or the tenant who installs insulation in the building, regardless
of any lease terms or provisions of local law under which title to prop-
erty attached to a leased building passes to the owner of the building.

'Rev. Rufl-s, 1975-10 I.R.B. 7; Rev. RUl 70-103, 1970-1 Cur. Bull. 6.
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However, it is available only to the one of these parties upon whom lies
the ultimate burden for the cost of the insulation. For example, if the
tenant installs insulation in a leased business structure at his own
expense and without any direct or indirect remuneration by the owner,
the tenant is entitled to the investment credit for the costs of the insula-
tion. However, if the tenant recovers these costs from the owner, either
directly or through a reduction in rental payments, the owner is en-
titled to the investment credit. In this latter situation, the owner is
considered to have paid or incurred his costs when repayment is made
to the tenant either directly or through a reduction in the rental
payments.

Insulation does not qualify for the investment credit where it is
installed as part of a reconstruction of the building. For these pur-
poses, the term "reconstruction" is intended to mean a major recon-
ditioning or renovation of the building.

The investment credit is also made available for insulation installed
in business properties which are used predominantly to furnish lodg-
ing. As a result, the credit under the provision is available for insula-
tion installed in hotels or motels used to provide accommodations for
transients as well as for insulation installed in rental properties, such
as apartments, which are leased for periods in excess of 30 days.

The insulation for which the credit may be claimed includes storm
or thermal windows, storm doors, and similar items (such as weather-
stripping or caulking, etc.) In addition, the committee amendment
includes clock thermostats as an item eligible for the credit. However,
the insulation qualifies only if it is specifically and primarily designed
to reduce the heat loss or gain on a building, is material first used by
the taxpayer claiming the credit, has a useful life (in the hands of the
taxpayer) of at least three years, and meets performance standards to
be set by the Secretary of the Treasury or his delegate after consulta-
tion with the Administrator of the Federal Energy Administration
and the Secretary of Housing and Urban Development. (In conjunc-
tion with this last criteria, it is understood that the National Bureau
of Standards, which is already engaged on performance studies re-
garding insulation materials, will be consulted for its expertise on
technical questions concerning the properties of materials.)

In addition, the credit is to be allowed only for the original installa-
tion of insulation in a business building or structure. As a result, the
replacement of, for example, a storm window with another storm win-
dow of substantially similar insulating quality does not qualify for the
credit. Insulation removed from one business structure and placed on
another business structure also will not qualify for the credit because
of this requirement.

The Secretary of the Treasury or his delegate is to prescribe meth-
ods by which expenditures for qualified insulation are to be verified
by taxpayers.

Qualifying insulation materials must be specifically and primarily
designed for insulation use. Except with reference to storm windows
or doors and thermal windows, the items that qualify for the credit
are intended to be primarily and specifically insulating materials, and
not materials that are generally considered'to be structural or decora-
tive in purpose. For example, draperies and wood paneling would
not qualify although they may have been designed to have an insulat-



ing effect. Whether or not other materials, such as ventilating fans
and clock thermostats, etc., qualify is left toadmmistrative determina-
tion which should take into account the extent of the energy saving,
the extent of their use of conventional energy sources, ana whether
they otherwise meet the standards of this provision. IA addition,.since
the credit is only -for insulation installed on existing buildmgs .andnot
for new or reconstructed buildings, substantial structuraL improve-
ments or replacements, such as the replacement' of an existing wall
with a new wall having greater insulating qualities, would not qualify
for the credit. Nevertheless, since the committee expressly named storm
windows or doors and thermal windows as qualifying for the credit,
the replacement of an existing window; dr ;doorby a stormAoor or
window, or thermal window, could qualify although these items might
be considered structural in nature. ,

The credit is available for materials that either reduce heat gain
or reduce heat loss, as well as for materials that possess both these
qualities. For example, polyester film installed on windows that has a
cooling quality and which fulfills the requirements of the bill common
to all qualifying materials would be eligible for the credit although it
may possess no quality of reducing heat loss. On-the other hand, poly-
ethylene film would normally not qualify because it does not usually
have a useful life of at least three years.

Effective date
The changes made by this provision of the committee 'amendment

are to apply to installations of insulating components in qualifying
buildings after December 31, 1976, and before January 1, 1979, where
the costs of these components are also paid or actruable during this
period.

Revenue effect
It is estimated that this provision will reduce business tax hlil1lities

by $11 million for fiscal 1977, $26 million for fiscal 1978, and by $15
million for fiscal 1979.

5. Business Solar and Geothermal Equipment Credit (sec. 2003 of
the bill and new see. 46A of the Code)

Present Zaw
Under present law, property which is attached to or becomes a

structural component, of a building does not generally qualify for
the investment credit. To the extent solar or geothermal energy equip-
ment constitutes a structural component of a building, therefore, it
does not qualify for the investment credit.

Reagons for change
As indicated previously, the committee believes that it is important

to encourage the development of new sources of energy. Primary
sources of new energy are expected to be those obtained from the
capture of heat directly from the sun or from the earth. The amend-
ment made by the committee already takes this into account in, pro-
viding solar and geothermal equipment credits for use of these sources
of energy in a residence. It is probably stil more important, however,
to also encourage the use of these new forms of energy by sndustra!
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and commercial users, which account for approximately 55 percent
of the nation's energy consumption.

As indicated in connection with the residential credit, both the solar
energy and geothermal industries provide an important way of con-
serving fossil fuel and mitigating fossil fuel energy shortages. Since
these industries are in their first stages of development, the committee
believes a tax credit is needed to encourage interest in the use of these
forms of energy at a more rapid pace than could otherwise be expected.

Explanation of provision
The committee amendment extends the investment credit to solar

or geothermal energy equipment installed for use. in a trade or busi-
ness or as part of a facility held for the production of income. The
amount of the credit is to be 20 percent of the qualified solar or geo-
thermal energy equipment installation investment beginning Janu-
ary 1, 1977, through 1981. After that time the credit is reduced to 10
percent for this type investment through 1986. Both the 20-percent and
the 10-percent credits apply to the costs for the solar or geothermal
energy equipment itself and also to costs of installation.

The credit is to be applicable whether or not the equipment would
otherwise fail to qualify because it is a structural component of a
building. Furthermore it is to be applicable even if the equipment is
property used for lod'ing that would otherwise fail to qualify for the
investment credit (under se. 48 (a) (3) of the Code).

In the case of leased buildings, the credit is available to either the
owner or the tenant who installs solar or geothermal energy equipment
in conjunction with the building, regardless of any lease terms or pro-
visions of local law under which title to property attached to a leased
building passes to the owner of the building. However, it is available
only to the one of these parties upon whom lies the ultimate burden
for the cost of the equipment. For example, if the tenant installs equip-
ment in a leased business structure at his own expense and without anyre t.or indirect remuneration by the owner, the tenant is entitled to
the investment credit for the costs of the equipment. However, if the
tent recovers these costs from the owner, either directly or through
a suction in rental payments, the owner is entitled to the investment
credit. In this latter situation, the owner is considered to have paid or
incurred his costs when repayment is made to the tenant either directly
or through a reduction in the rental payments.

The investment credit is also made available for solar or geothermal
enenrgy equipment installed in business properties which are used pre-
dominantry to furnish lodging. As a result, the credit under this pro-
vision is available for solar or geothermal energy equipment installed
in rental properties, such as apartments, which are leased for periods
in Yxcess (ofSodavs, as well as for equipment installed in hotels or
motels used to provide accommodations for transients.

The solar or geothermal energy equipment for which the credit may
be claimed is that which uses solar or geothermal energy to heat or cool
a building or to provide hot water for it. In addition, in the case of
solar energy equipment, it must meet the definition performance cri-
teria prescribed by the Secretary of Housing and Urban Development
under the Siolarr Heating and Cooling Demonstration Act of 1974.
Geothermal equipment is property which is necessary to distribute or
use geothermal steam and associated geothermal resources as defined in



section 2(e) of the Geothermal Steam Act of 1970 (80 U.S.C. 1001
(c)). Furthermore, in both cases, the original use of the equipment
must originate with the taxpayer.

This investment tax credit covers equipment such as heat exchangers
and special dusting. Geothermal energy is not to be restricted to any
particular type of fluid or gas extracted from a geothermal resource.

It is usually necessary, at least at this stage of the industi7s tech-
nical advancement, to use heating or cooling units employing con-
ventional energy sources as "back-ups" to solar energy equipment
for use or supplemental use when very little sunlight has been avail-
able for an extended period of time. The credit in this provision is not
to extend to expenditures for these back-up units.

The credit is only available for solar energy equipment that utilizes
solar energy to heat or cool a building or structure in the conventional
direct manner. It is not available, for example, to a system that em-
ploys solar energy to produce wind for the creation of electricity
through the medium of windmills.

The current House bill contains no similar provisions. However,
the House energy tax bill (H.R. 6860) provides a similar credit for
solar energy except that: (1) the credit would be available only for
equipment purchased and installed after March 17, 1975, and before
January 1, 1981; (2) the credit would be at the then current invest-
ment credit rate.

Effective date
To qualify for the 20-percent credit, the solar energy equipment

must be installed after December 31,1976; and before January 1,1982;
and the costs for the equipment must also have been paid or be prop-
erly accruable (under the taxpayer's method of accounting) after De-
cember 31, 1976, and before January 1, 1982. Similarly, to qualify for
the reduced 10-percent credit allowance applicable after 1981, the
equipment must be installed after December 31, 1981, and before Jan-
uary 1, 1987. The costs for this equipment eligible for the 10-percent
credit must have been paid or be properly accruable after December 31,
1981, and before January 1, 1987. In the case of both the pre-1982
property and the pre-1987 property, however, installations of equip-
ment after those periods may qualify for the investment credit of 20
percent and 10 percent, respectively, in certain cases of binding con-
tracts entered into before those years, under circumstances described
in section 49 of the Code.

Revenue effect
The revenue loss under this provision is expected to be negligible.

6. 12-Percent Investment Tax Credit and Other Changes Relating
to Energy Conservation and Production Property (sec. 2003
of the bill and sec. 46A of the Code)

Present law
Under present law, a 10-percent investment credit is permitted for

the capital costs of several different types of special-purpose business
machinery, equipment and facilities. However, in general, no invest-
ment credit is allowed for a building and its structural components
(sec. 48(a) (1) (B)).



Reason for change
The committee concluded that our energy goals can better be met

and our supply of available energy can be increased by providing an
investment credit for certain types of energy-related investment, and
by increasing the investment credit for other types of energy-saving
equipment to which the investment credit of existing law is already
eltnded.

Energy saving can be achieved through the increased use of insula-
tion; however, the present investment credit is not normally available
for purchases of insulation because insulation has been considered a
structural component of a building. It is the intent of the committee
to stimulate energy conservation in commercial, industrial and resi-
dential activity by extending the investment credit to insulation, as
well as to other energy-related investment such as solar or geothermal
and structural components. (The investment credit provisions relating
to insulation and solar and geothermal property are discussed above.)

The commercial production of oil from shale rock and the gasifica-
tion or liquefaction of coal are areas where our energy resources will
be substantially enhanced, when commercially viable production can
begin. For the same reasons, investment in pipelines for transporting
coal slurry, equipment to permit the use of waste as a -fuel and to
process waste into fuel, and equipment to recycle and to sort and pre-
pare solid waste for recycling should be encouraged.

Equipment that is used to convert organic material into energy, or
into methanol or any other synthetic fuel, should also be promoted.
Deep-mining coal equipment produces coal, of which we have a con-
tinuing abundance, that might be used as fuel in replacement of our
dwindling domestic supply of oil and natural gas fuels. Similarly,
because of their importance as an energy-efficient method of trans-
portation and because of their importance in the movement of coal,
the committee believes the modernization of railroad facilities is also
to be encouraged. (The railroad provisions of the committee amend-
ment are discussed above in the section on Capital Formation.)

No comparable provisions are included in the current House bill.
However, the committee's amendment reflects agreement with the
objective in the House-passed energy tax bill (H.R. 6860) in provid-
ing tax incentives to various types of property to expand the nation's
sunly of energy sources.

The House energy tax bill would permit 5-year amortization (in
lieu of regular depreciation) for the capital cost of the equipment to
be encouraged. This equipment related to waste-burning and recycling
equipment, solar energy equipment, coal slurry pipelines, oil shale,
coal gasification and liquefaction facilities, solar energy equipment,
equipment used in deep-mining coal, and certain railroad equipment
and rolling stock. Taxpayers, however, who would elect a 5-year rapid
writeoff under the House bill would have been entitled to an invest-
ment credit of only two-thirds of the cost of the property. In many
(if not most) cases, taxpayers would receive greater tax benefits by
depreciating the property under the double-declining balance method
over the property's guideline or ADR life and thereby also retaining
a full investment credit. The committee did not consider this rapid
amortization to be sufficient additional incentive to bring about the
desired increase in energy conservation investments.



Explanation a! provision
The committee amendment replaces the amortization provisions in

the House energy tax bill (H.R. 6860) with an increase in the invest-
ment credit to 12 percent for certain kinds of energy property.

The committee amendment extends a 12-percent investment credit
for a period of 5 years to machinery or equipment necessary to permit
waste (or a combination of waste and other fuels) to be used as a fuel.
This use as a fuel includes both waste burning and the manufacture of
synthetic fuels from solid waste. The increased credit is to be available
only for so much of the property as is necessary to facilitate the use
of waste as a fuel or the addition of waste to fueis and is also available
to equipment used to recycle solid waste or to prepare solid waste
material for recycling. In order to encourage the conversion of organic
materials, the committee amendment alsp provides a 12-percent credit
for a period of 5 years for equipment used in the conversion of organic
material into methanol or any other synthetic fuel which can he sub-
stituted for, or blended with conventional fuels. This credit covers
equipment which uses organic material which is not waste but which
has been grown for conversion to a fuel. In addition, a 12-percent in-
vestment credit is provided for a period of 10 years to oil shale equip-
ment and coal slurry pipelines, as well as for coal liquefaction and
gasification equipment and equipment to remove pollutants from coal.
Further, the committee amendment makes available a 12-percent in-
vestment credit for a period of 5 years to machinery, equipment and
structural components of underground coal mines.

The investment credit described Above is to be available for any one
or more of these types of energy conservation and production equip-
ment. In the case of the above credits, an additional 2-percent credit
is to be available for taxpayers who establish or maintain an employee
stock ownership plan (ESOP) to which the employer, contributes stock
equal to 2 percent of the qualified investment in these energy prop-
erties. Each category of energy conservation and production equipment
eligible for the 12-percent credit (other than railroad equipment) is
further described below.
Waste conversion equipment

This type of equipment -is defined as any depreciable machinery or
equipment which is necessary to permit the use of waste as a fuel in a
facilty burning a combination of waste and oil as its principal fuel,
which is used to process waste into a fuel, or which is used to sort and
prepare solid waste for recycling or for use in, recycling solid waste.
Thus, the provision is intended to apply both to use of waste as a fuel
and to the recycling of solid waste.

Under present technology, waste (primarily solid waste) that is
properly sorted, classified, and shredded can be injeted into a furnace
to be used as a fuel in combination with oil or 'some other fuel in
electrical generating facilities and sometimes in heating systems. In
an efficient system, solid waste can replace as much as 20 percent of the
oil which otherwise would be required as a fuel. In other situations
wastes may be burned as fuel instead of oil after oil has been used ini-
tially to start the process. These uses of waste as a fuel not only'pro-

See also separate discussion above relating to credits for business insulation and Si"
and geotherma property.
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vide an environmental sound method of disposing of the waste, but
also can be used to reduce our reliance on oil as a fuel.

In the case of waste used as a fuel, the credit is limited to the addi-
tional machi ery or equipment which is required to 'be added to an
existing facility or to be placed in a new facility if waste is to be
burned as a fuel. Thus, equipment that relates to the unloading and
storage of waste fuel at the burning site, systems for feeding the
shredded waste from the storage area to the furnace, and refuse firing
ports to inject the waste fuel into the furnace are all eligible for the
credit. In addition, machinery or equipment used to process waste into
a fuel is to be eligible for the credit, regardless of whether the waste is
to be used as the sole fuel or in combination with oil or other conven-
tional fuels. In most operations, this would include equipment that
takes solid waste which may be used as a fuel, sorts it from other
wastes and puts it into whatever state, form, or shape is necessary for
it to be used asa fuel. This process may involve, for example, compress-
ing into logs or bricks, or baling.

The credit also is available for machinery and equipment that sorts
and prepares solid waste material for recycling or that recycles solid
waste. In the former case, there are machines that take municipal solid
waste and separate, shred, and sort it into various classes of waste,such as paper, textiles, glass, ferrous metals, and nonferrous metals.

Equipment to recycle solid waste paper, for example, includes equip-
ment that reduces old newspapers, paperboard boxes and writing
papers to a fibrous pulp and reconstituted the pulp into paperboard.
Recycling equipment also could be used to melt scrap metal and glass
which would be prefabricated (with or without virgn materials) into
new metal and glass products.
Organic fuel conversion equipment

The bill allows a 12-percent credit for 5 years for organic fuel con-
version equipment, which is defined to mean any depreciable ma-
chinery or equipment used in converting organic material (other than
waste material) into energy or into methanol or any other synthetic
fuel which can be substituted for, or blended with, any petroleum
product for use as a fuel.
Deep mini g coal equipment

Efforts to increase the uses of coal and increase coal mining capacity
mean that industry must increase its capital investment in order to
increase coal output and to do so at a faster rate than in the past.
Present mining techniques also require newer and more sophisticated
equipment. For example, the "longwall" method of mining uses an ex-
pensive shearing machine which cuts into the seam and creates a con-
tinuous stream of coal to be carried away on a conveyor belt. New tech-
nioues and machines are also being developed for detecting the presence
and nature of underground coal from the surface and for removing sul-
fur from coal, the result of which will be to increase the demand and
the supply of coal. Although coal is mined both on the surface and un-
derground, the costs (and the geological difficulties and safety risks)
are greater in trying to reach our enormous deep sources of coal. In
many cases, this type of coal has higher energy and better bituminous
quality (and lower transportation costs) than strip-mined coal.
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The committee amendment allows a 12-percent investment credit
for deep mining coal equipment for a 5-year period in recognition of
the long period required for planning and bringing a new deep mine
to full production. This provision covers depreciable equipment needed
to reach underground deposits of coal in slope mines, shaft mines, or
drift mines and to extract the coal and bring it to the surface e.2

It applies to whatever specific method is used in the underground
mine (i.e., continuous and conventional mining and to the longwall
and shortwall methods) and to the machines and equipment used in
the process of actual mining, including conveyor belts,,loading ma-
chines, and cars used to bring coal and miners out of the mine.

The credit also applies to machinery and equipment used in newly
opened mines, in new shafts or tunnels in existing mines and to re-
opened shafts or tunnels.

This additional 2-percent credit does not include property used in
surface mining. The credit is not to be available for equipment used
on the surface in removing earth and rock layers and removing coal
lying close to the surface. This exclusion applies to contour and area
mining and to auger mountaintop, open pit and similar types of
strip mining, Also, the extra credit is not intended to be available for
conveyor belts or similar means of transporting coal from the mouth
of the mine to a preparation plant, or for other activities at the Our-
face involving cleaning, concentrating processing, or loading coal for
shipment from the mine site, nor is the extra- credit to be available
for reclamation equipment used at the surface. The extra credit is in-
tended to be available, however, for machines used at the surface to
locate underground supplies of coal or to analyze its content before
actual extraction begins. The extra credit is also to be available
for equipment used to prevent underground drainage or other de-
fects in the mine or, where necessary or desirable, to'seal it.
Coal liquefaction and ga8ifcation processing equipment

Commercially usable quantities of synthetic gas, crude oil, and other
liquid fuels can be processed from solid coal. Low-sulfur gas, for
example, can be obtained from coal either as pipeline quality gas
(so-called SNG) or as a low BTIJ gas which has valuable uses to gen-
erate power. Synthetic crude oil usable as a fuel for firing generators
or for heating purposes can also be processed from coal. Ash, sulfur
and other pollutants can be removed from coal before burning through
closed-system processes which produce solvent-refined coal. The com-
mittee believes that it is desirable to encourage such processes for using
coal as a clean-burning fuel.

Although chemical processes to obtain clean fuels from coal have
existed for over forty years, the technology required for commercial.
production has not yet been perfected. Nor have related water and
plant construction problems yet been solved. However, Government-

2 As used in the committee amendment, the shaft, drift, and slope techniques have the
meaning generally assigned by the industry. A shaft mine is generally one in which
hole is excavated straight down to the coal seam. from which miners make borizontsi
entry through tunnels spreading out from the shaft. A drift mine develops conl beds inhilsides through an entrance horisontal to the coal seam and through which the miners
make tnnels. A slope mine involves a slanted tunnel to reach coal beds in hilly areas
where the ream is neer the sur'are but too fI undererocnd fo- erfsee mining. The amend-ment also covers equipment used in an undereground mine which has more than one st
these types of openings. The term rosl includes all types of coal as commonly known,
including lignite. anthracite, and bituminous cosl

. Coal mining safety equipment also is to be applied to the credit provided by the esm-
mittee amendment.



assisted or sponsored pilot projects, and private joint ventures, are
presently in operation to find answers to these various problems.

In order to aid in the conversion of coal into gas or oil, the com-
mittee amendment permits a 12 percent investment credit for the capi-
tal cost of depreciable machinery or equipment fused for processing
coal into a liquid or gas. This provision covers the range of liquids
and gases which can be derived from coal (as well as usable byprod-
ucts), including low-BTU gas, high-BTU gas, synthetic crude oils
and chemical feedstocks. In addition to gasifiers, reactors, and other
equipment directly involved in processing the coal, eligible machinery
and equipment includes the facilities for coal preparation and crush-
ing; for upgrading coal oil to synthetic crude oil; for recovering
solvent and sulfur; for preparing and disposing of water; and for
product storage. Equipment used to drill wells, or to fracture coal in a
mine and to pipe process gas to the surface, as part of underground
gasification is also included. The credit is also to be available for
equipment used in the solvent refining process to remove sulfur, ash or
other pollutants in order to produce a clean solid fuel from coal.

The provision also permits machinery and equipment used in dem-
onstration and pilot plants and in other testing activities (as well
as machinery and equipment used in commercial production) to re-
ceieve the extra credit if the equipment is the type that, if used in a
trade or business, would be depreciable.

The credit is not the be available, of course, if the item of cost in-
curred by the taxpayer is deducted in a taxable year (See Regulations
section 1.48-1(b) (3)). Also, the credit is not to be available with
regard to any monies granted to the taxpayer by the Federal Govern-
ment. The credit may be claimed, however, with respect to funds bor-
rowed from the Federal Government or borrowed under a Federal
guarantee of the loan. In addition, the credit also does not extend
to the refining of synthetic crude oil or to the outside structure or
shell of a processing plant.
(foaZ pipelit equipment

One of the most promising ways in which our country can obtain
increased coal supplies is to increase production in areas where coal
is not now extensively mined. Coal reserves in Rocky Mountain area
coal fields, such as in Montana, Wyoming, and Colorado, are especially
important in this regard, because such coal is generally easier to mine
than Eastern coal and also because of its low sulfur content. Trans-
portation, however, is always an important factor in coal mining
and particularly in obtaining the benefits of increased mining of
Western coal. To help solve delivery problems, while minimizing
adverse environmental effects of increased coal production, Govern-
ment and industry are becoming increasingly interested in long-
distance coal slurry pipelines as an addition to fail or barge transport.

A slurry pipeline pumps finely ground coal as a mix of a solid
(coal) and a liollid (usually water) from the mine to a user of the
coal, such sa a utilitv, or to barges or railroads for further shipment.

At the other end the coal is dried and used as fuel in coal-fired elec-
tric generating plants. Several slurry pipelines (some carrying coal
and some carrvine other materials such as limestone) are already in
operation in the United States and in other countries.
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The committee amendment provides a 12-percent investment credit
for costs incurred at any time during a 10-year period in installing
pipeline equipment to carry coal in a slurry. Although moving coal
by slurry involves an entire system of related machinery and equip-
ment (e.g., water supply facilities, grinding and testing equipment,
and holding tanks in slurry preparation plants), the committee intends
that the credit be confined to the central elements of the slurry system;
namely, the main pipeline itself, the high-pressure main pipeline
pumps (including spare pumps) necessary to move the coal through
the line, and control and communications equipment for operating the
pumping stations. The costs of these components, according to some
estimates, is approximately one-half or more of the cost of the entire
system.

The amendment defines an eligible pipeline as depreciable tangibleproperty which constitutes a coal slurry pipeline and related equip-
ment for transporting coal from the mine or other gathering point.
By this definition, the committee intends to cover only pipelines which
transport coal over relatively long distances from the mine (or from
a related preparation plant) to another geographical area where the
customers is located or where barges, rail lines, or other facilities for
further shipment of the coal are located. This provision would not
apply to short-distance systems designed to move coal within a coal
preparation plant or within other integrated facilities where slurry is
moved from one point to another in a commercial or industrial process.
Pipelines for the transport of materials other than coal in a slurry are
also not covered by the provision. Also not included in the provision
is the slurry preparation plant or equipment used in the plant, water
supply facilities, or storage and holding tanks, dump ponds and other
items at the pumping stations (apart from the pumps). Nor would
the provision cover dewatering and drying equipment or other facilities
after the slurry emerges from the pipeline.

The provision is intended to be broad enough, however, to cover
pipeline transportation of coal mixed with liquids other than water
(such as oil or gas), and also in such other ways as improved technol-
ogy may permit, such as moving coal through the pipe by sir pressure.
In the case of such other mixtures, the provision in the amendment
would cover compressors, feeders, and other equipment equivalent to
pumps in a coal-water slurry, which perform the function of moving
the coal through the pipe.
Shale oil conversion equipment

The extraction of fuels from shale rock offers a long-term prospect
of making shale oil an important domestic source of energy to supple-
ment conventional oil and gas production. Oil shale is a sedimentary
rock, much of which is underground, from which crude oil and gas
can be extracted by the application of heat. The characteristics of these
shale fuels match conventional natural gas or oil in many respects and
make them usable in place of natural fuels for many purposes. The
United States has large estimated reserves of shale rock, particularly
in Colorado, Utah, and Wyoming, but there is yet no commercial
production of oil or gas from this source. At the present time several
companies are engaged, individually and through joint ventures, in
test projects which are necessary before commercial production can



occur. These activities include measuring the net energy gains involved
in shale oil recovery, collecting baseline data on air, water, and dis-
posal problems, and perfecting the processes for extracting oil hrom
the rock. Severaldifferent techniques for removing oil fton shale
are in the experimental stage, but no one method has as yet proven to
be commercially sound. (Some techniques involve conventional under-
ground excavation and processingin above-ground plants; others in-
volve surface mining in open pits; still others involve fracturing the
rock in underground caverns and then heating it in place in order to
remove the Ml (the so-called in situ method) ) ....

The committee believes that commercial production of shale oil
should be encouraged as an additional energy source. In order to pro-
videa further incentive to reach this goal, the bill permits a 12-percent
investment credit for capital expenditures paid or -incurred during a
l0-year period for machinery or equipment which, if incurred in a
trade or-business, is or would be depreciable and which is necessary to
reach, extract and convert shale rock into raw shale oil. The provision
does not cover expenditures for refining crude shale oil after it has
been extracted from the rock. However, it is intended to cover ma-
chinery and equipment used to obtain water needed frr the extraction
process, to dispose of spent shale after the oil has Meen extracted, to
dispose of run-off waters from wastes produced in the extraction, and
to remove impurities from oil and gas produced from the shale. This
provision also permits machinery and equipment used in demonstra-
tion and pilot plants for shale oil extraction to receive the 12-pereent
credit, provided that the taxpayers cost is not expensed rather than
recovered through a method of depreciation, and provided that the
cost as to which the credit is -applied does not include grants received
from the Federal Government.
Other provision:

Regulations.-The committee amendment specifically authorizes the
Saetry of the Treasury to prescribe by regulation the further rules
needed to carry out the purposes of this provision.

Employee stock ownership plans.-In addition to the investment
credit rate made available by the committee amendment for the types
of energy property described above, a corporate taxpayer may claim
an additional 2-percent investment credit if the taxpayer establishes
or maintains an employee stock ownership plan, to which the taxpayer
contributes an amount equal to the 2 additional percentage points. The
base on which the additional 2 percentage points is to be computed
is the aggregate qualified investment of the taxpayer (as determined
under the rules of present law in section 46 (c). and (d) of the Code)
in one or more of the energy properties covered by this provision. The
requirements for the type of employee stock ownership plan which
must be established or maintained under this optional extra credit
are described in section 301(d) of the Tax Reduction Act of 197_
(P.L. 94-12, 89 Stat. 26).4 The taxpayer's election to use the additional
2-percent credit must be made in the form and at the time that the
Secretary specifies by regulation.

Tennessee Valley Autherity.-The Tennessee Valley Authority
(TVA) makes annual payments to the Federal Government as a return

I As amended by the committee amendment relating to ESOPs, described above under
Capital Formation.
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on the investment in power facilities that was made by appropriation
of Federal funds. TVA also competes with private electric utilities in
providing electric energy. TVA and its competitors have made invest-
ments in the same kinds of facilities that are used to provide and trans-
port fuel to generating stations and distribute electric energy to con-
sumers. The competitors are eligible for the investment credit which
reduces the investors' cost of capital and may be reflected in their price
for electric energy. In order to equalize the competitive positions of
all the electric companies in the area where TVA operates, the com-
mittee amendment makes the TVA eligible, in effect, for the special
12-percent credit provided by a new section 46A of the Code with re-
spect to investments in such energy-conserving equipment as organic
fuel conversion equipment, coal processing equipment, coal pipeline
equipment, and shale oil conversion equipment.

Under this amendment, credits earned by TVA for purchases of the
equipment described above may be deducted from the payments it
makes to the Federal Government as return on the appropriation in-
vestment in power facilities and the annual repayment sum. Credits
earned in any fiscal year that are in excess of the sum of payments and
repayments for that fiscal year may be carried over to the following
fiscal year under existing rules for carryover of investment credits. If
the excess credit is not used in the following fiscal year, it will no
longer be available to reduce the payments to the Federal Government.

Effective date
The 12-percent investment credit for waste conversion equipment

and organic fuel conversion equipment applies to property acquired
after December 31, 1976 and placed in service by December 31, 1981.
The 12-percent credit For coal processing equipment, coal pipeline
equipment, deep mining coal equipment and shale oil conversion
equipment applies to property acquired after December 31, 1976, and
placed ih service by December 31,1986.

The Tennessee Valley Authority provision applies to payments
made to the Federal Government for the fiscal year beginning on
October 1, 1976, and thereafter.

In the case of each qualifying type of energy property, the acquisi-
tion requirement will be satisfied if the construction, reconstruction, or
erection of the property (whether or not by the taxpayer) begins after
the applicable effective date. If a taxpayer has not placed prop-
erty in service by the last date permitted under the above rules
for doing so, rules similar to the rules in present law relating to termi-
nation of the investment credit between 1969 and 1971 (sec. 49) are to
be prescribed by the Service for determining the credit amount that
will be allowed. Finally, if a taxpayer claims an investment credit
under this provision but uses the property before the end of its useful
life in a way other than that for which the credit was allowed, the tax-
payer is to be treated as having made a disposition of the property on
the date on which the other purpose or use substantially began., (As
such, the disposition rules of sec. 47 will be applied under regulations
to be issued by the Service.)

Revenue effect
The increase in the investment credit for qualified waste-burning

equipment will reduce budget receipts by $2 million in fiscal year 1977
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and $5 million a year thereafter. The higher investment credit for
oil shale production equipment will reduce budget receipts by $4
million in fiscal year 1977, $13 million in fiscal year 1978 and $20
million in fiscal year 1981. The higher investment credit for coal slurry
pipelines willxeduce budget receipts by $7 million in fiscal year 1977,
17million in fiscal year 1978 and $28 million in fiscal year 1981. The

higher investment credit for deep-mining coal equipment will reducebudget receipts by $11 million in fiscal year 1977, $27 million in fiscalyear 1978 ad $42 million in fiscal year 1981. The other provisions will
have effects on budget receipts of less than $5 million.

7. Deductions for Production and Intangible Drilling Costs of
Geothermal Steam and Associated Resources (sec. 2004 of
the bill and new sec. 191 of the Code)

Present law
Present law is unsettled as to whether a depletion deduction or theintangible drilling cost deduction is allowable for the production of

geothermal steam and associated geothermal resources. These questionswere answered affirmatively for the taxpayers in the case of Rech v.
Commissioner, 454 F.2d 1157, 29 A.F.T.R. 2d 72-512 (CSA. 9, 1972).*1However, the Internal Revenue Service is apparently not following
that decision in cases arising outside of the Ninth Circuit.

The Tax Reduction Act of 1975 (94th Congress), generally elimi-nated the depletion allowance for oil and gas, except for a continued
allowance for small producers. However, the depletion allowance for
geothermal resources was not to be affected by that Act. According

to the Conference Report (H.R. Rep. No. 94-120, p. 67) :

For geothermal steam, present law is unaffected, so that if
steam is ultimately held by the courts to be a gas entitled to a
22-percent rate of depletion, this treatment will be continued.

As a result, the 22-percent depletion deduction allowable to gas
wells immediately prior to the 1975 Tax Reduction Act is still avail-
able for geothermal energy if courts shouleidece as the Reich
court, that a geothermal well is a gas well, and that the other require-
ments for depletion are met

Under current law it is also possible that to the nthe costs of

geothermal energy development (including intangible drilling and
development costs result in new processes or technology, they.would
be considered as research ana experimental expendiTres subject o
the election to be currently deductible or to be amortized over a 60-month period commencing when the taxpayer begins to receive bene-
fits from the expenditure. The Internal Revenue Service has ruled
in Revenue Ruling 74-67,1974-1 C.B. 68, that certain costs of develop-
ing a method for hydraulic mining of hard minerals, including a por-
tion of the costs of drilling wells, are deductible as research and experi-
mental expenditures. However, under present law the costs of as-

g In the Reich case, the raax Conc had held that the peduct of the taxpayers geother-mal steam wellasws a gas, and that the taxpy er ae a result were entitled to expensee,,rrently their intanibte drilling rests (sec.25(c) of the code . The court held further
that the plaintiffs were entitled to the then 27M percent depletion deduction allowance
for their product beluse i) their product wa steam, not Aneihaustihle earth heat (2
the particular geothermal wels in question were exhaus he 3) steamdisa gas, anid 4e
the exclusion from the rl tw delios or watere in seti on therC)o t rque
dues not exclude steam fro the depletion aaeowanre.



certaining the existence, location, extent, or quality of any deposit of
oil, gas, or other mineral are not deductible as research and experi-
mental expenditures.

Reasons for change
The Project Independence goal for electrical generation through

geothermal resources is 20,000 megawatts of electrical generating
capacity by 1985. This amount-five percent of current national elec-
trical capacity-represents the equivalent of almost 300 million barrels
per year of low sulfur crude oil. It has been estimated that achieving
the 1985 goal includes the costs of drilling at least 800 exploratory
wells and 6,000 developmental wells at a minimum cost of $50,000 per
well, or a total of $3.4 billion in 1975 dollars in drilling costs alone.
Depreciable investment in hook-up facilities will add another $2 billion.
Moreover, some 2.000 replacement wells will be required, with the at-
tendant depreciable investment, bringing the total investment require-
ment to about $10 billion.

Nevertheless, only 38 geothermal wells were drilled in the United
States through July, 1975. It is projected that there will be another
12 in 1976, making a total of 50 wells. It is anticipated that next year
there will be approximately 75 geothermal wells drilled. That will be
a total of 125 wells, as compared with the estimated need of 800 ex-
ploratory and 6,000 developmental wells needed if the Project Inde-
pendence goal is to be met.

It appears to the committee, therefore, that the Project Independ-
ence goal can be met only by legislation granting to geothermal pro-
duction intangible drilling expensing ani the depletion allowance, or
an equivalent deduction. It appears that this explicit tax incentive will
produce the considerable necessary investment.

Explanation of proeieon
The committee amendment extends current expensing of intangible

drilling costs and an additional deduction for 22 percent of the gross
income from the property 2 to the production of geothermal steam and
associated geothermal resources. This deduction is not to' exceed 50
percent of the taxpayer's taxable income from the geothermal steam
and associated geothermal resources property for the taxable year,
computed without regard to this 22 percent deduction. The normal
depletion deduction (section 611), however, is not allowed if a deduc-
tion under this provision is allowable. Thus, there cannot be any double
deduction in the nature of depletion allowances regardless of whether
the Internal Revenue Service or the necessary courts should determine
ultimately that geothermal production is entitled to the depletion
allowance.

It is intended that the term "22 percent of the gross income" is in-
tended to mean the fair market value of the geothermal steam and
associated geothermal resources at the wellhead. Thus, the gross in-
come for which the percentage deduction is granted is not to include
expenses of selling the steam or other geothermal resource such as
costs of bringing the steam to the consumer.

The committee decided to provide a new deduction for this fledgling
"Property' is to have the meaning yen it ion o 614 of the ode, whieh le to say

that it means, in general, each separate interest owned by the taxpayer in each mineral
deposit in each separate tract or parcel of land.



industry, rather than to clarify the existing sections of the code per-
tainingto depletion. This is done to avoid some of the technical ques-
tions which traditionally surround the depletion allowance. For
example, this approach permits the steam or other geothermal re-
source to be entitled to the new deduction whether or not the steam
or other geothermal resource from the property in question is ex-
haustible in nature.

The term "geothermal steam or associated geothermal resource" is
the term used in the Geothermal Steam Act of 1970. In accordance
with a number of the definitional provisions of that Act, the commit-
tee intends the term "associated geothermal resource" to include hot
brine, dry heat (that may be produced with the use of such a substance
as freon), and hot water (such as that which may be used directly to
heat a building equipped with a heating unit employing hot water
heating) and the other resources included in that Act. However, the
tax benefits conferred by this amendment are not to extend to such
minerals as are sometimes produced in the course of geothec.al pro-
duction, such as sodium, calcium, and trona. Furthern'.ore, tLe term
"geothermal steam and geothermal resources property" is tj mean
property from which the taxpayer extracts any product included in
geothermal steam and associated geothermal resources, as defined by
the Geothermal Steam Act of 1970.

The amendment specifically provides that in order to be eligible
for this deduction, the taxpayer must be the holder of an "economic
interest" in the geothermal energy property. The committee believes
this is necessary to insure that the party who is taking the deduction
did not acquire a mere economic advantage in the property in order
to qualify for the deduction. The term "economic interest" as used in
this amendment should be given the same meaning as the term has for
purposes of computing depletion in the case of oil or gas wells.
-Although the deduction provided for in this amendment is termed

a "business deduction", it is to be allowable to the holders of passive
interests in a geothermal energy property, such as holders of a land-
owner's retained royalty, an overriding royalty, or a net profits inter-
est. It is not to be limited to holders of an operating interest, such as
a working interest in the property.

The deductions of section 617 of the code for expenses paid or in-
curred for mining exploration before the beginning of the develop-
ment stage of the mine are not to be allowed to geothermal production
which enjoys the benefits of the current expensing of intangible drill-
ing costs and the 22-percent deduction provided by this provision.

The 22-percent deduction provided in the committee amendment is
to constitute an item of tax preference (under section 57 (a) (8) of the
Code) for purposes of the minimum tax on tax preferences. Thus, the
excess of the deduction over the adjusted basis of the property at the
end of the taxable year (determined without regard to this deduction)
is an item of tax preference.

In the case of leases, the new 22-percent deduction is to be appor-
tioned between the lessor and the lessee. In the case of property owned
for life by one person, with the remainder owned by another, the en-
tire deduction is to be allowed to the life tenant. In the case of property
held in trust, the deduction is to be apportioned between the income
beneficiaries and the trustee in accordance with the trust provisions,
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or, if there are none, on the basis of the trust income allocations. In the
case of an estate, the deduction is to be apportioned between the estate
and the heirs, legatees, and devisees on the basis of the income of the
estate allocable to each.

Effective date
The amendments made by this provision are to apply to taxable

years beginning after December 31,1976.
Revenue effect

It is estimated that current expensing of intangible drilling costs of
geothermal properties and the deduction for 22 percent of gross income
from geothermal properties will reduce receipts by $7 million for
fiscal 1977, $15 million for fiscal 1978, and $21 million for fiscal 1981.

8. Denial of Investment Credit for Certain Air Conditioning and
Heating Units (see. 2005 of the bill and see. 48 of the Code)

Present law
Under present law, central air conditioning or heating units are not

eligible for the investment credit to the extent these units are attached
to and become a part of a building or structure.' However, self-
contained and portable-type heating and air conditioning units which
are not permanently attached to a building, such as room air condi-
tioners and space heaters, do generally qualify for the investment
credit.'

Reasons for change
The committee has noted that portable heating and cooling equip-

ment which is presently eligible for the investment credit tends to
be less efficient in terms of energy consumption when compared to
central heating or cooling systems. The committee also considers that
the availability of the investment credit (particularly in light of the
increase in the credit to 10 percent) encourages the acquisition of these
less efficient air conditioning and heating units.

Explanation of provision
In order to eliminate the investment credit as a factor considered

by a business purchaser of heating and cooling equipment, this section
provides that portable air conditioning and heating units will no
longer be considered to be qualifying property for purposes of the
investment credit.

This elimination of the credit is intended to apply only in situations
where air conditioning or heating units are acquired and placed into
service for the predominant purpose of human comfort. For example,
an air conditioning unit placed into service predominantly to cool a
room which houses computers or other equipment requiring certain
atmospheric conditions to function properly remains eligible for the
investment credit (if it otherwise is qualifying property) even though
the equipment serves a secondary purpose or function of providing
more comfortable working conditions for persons working in the room.
This provision is also not intended to apply to equipment, such as
fans, which perform general heating or cooling functions by circulat-

I Reg. A 1.4A-1 (e),
'aev. Rul. 75-77,1975-10 I.R.B. 6.



575

ing the air. However, fans which are an integral part of heating or
cooling units, such as the fans in room air conditioners or space heat-
ers, are considered parts of thees units and will therefore not be eligi-
ble for the investment credit.

Effective date
'this provision will apply to air conditioning or h g units, either

new or used, placed in service by the taxpayer after e'ember 31,1976.
Revenue effect

-The effect of this provision is estimated to be a revenue gain of less
than $5 million per year.

9. Recycling Tax Credit (see. 2006 of the bill and secs. 38 and 46
of the Code)

Present law
There is no provision in present law for a recycling tax credit or any

other tax incentive to encourage salvage and reclaiming of materials
as a means to conserve natural resources, reduce energy consump-
tion, and reduce environmental litter. In sections 611 and 613 of
the Code, a schedule of percentage depletion rates is provided for
various metals and minerals to encourage their discovery, development
and mining so that the metals and minerals may be made available for
industrial use. Percentage depletion also is provided to the owners of
these materials because they are irreplaceable assets. Capital gains
treatment is available on timber income and on royalties from coal and
iron ore.

* Reasons for change
Concern with the decreasing domestic reserves of petroleum and

natural gas has focused attention on ways to conserve the supply of
these natural resources and to reduce the rates of their consumption as
ftel and as other forms of energy in industrial activity. One way
to achieve this objective is to reuse the metals and other materials
through recycling processes appropriate to each of the products. En-
ergy and fuel savings occur because mining, refining, and possibly,
some of the initial manufacturing processes need not be repeated. For
many of the products, recycled products shortcut the full manufac-
turing process and enter the manufacturing stream one or two stages
before the basic material, for example, aluminium or copper, is fabri-
cated into a finished or semi-finished product. Furthermore, many of
these products can be recycled many times without loss of their innate
characteristics.

Other benefits accrue from increased recycling. Where imports ac-
count for significant percentages of U.S. consumption of virgin mate-
rials, recycling these materials would provide domestic substitutes for
the imports and might tend to have favorable effects on the balance of
payments. Furthermore, depletion of natural resources would be
slowed as increasing amounts of recycled materials could be used as
substitutes for virgin materials. Similarly, the revenue loss from a
recycling tax credit need not produce a net decrease in budget receipts,
if there is sufficient substitution of recycled materials for virgin mate-
rials to produce a decrease in revenue loss from percentage depletion
allowances.



Serious problems of environmental damage could be reduced to the
extent that increased recycling reduces random discarding of bottles,
cans, paper and other products on streets, highways, and the country-
side. The volume of municipal solid waste requiring disposal through
use as land fill or by incineration also would be decreased.

During its executive sessions on H.R. 6860 last year, the committee
recognized the desirability of stimulating greater activity in recycling
discarded materials. At that time, it gave tentative approval to a 10-
percent credit on the purchase of recyclable waste paper by a recycler.
The committee did not complete its consideration of whether to extend
the recycling credit to other materials and to metals.

Ezplanation of provision
The committee amendment provides a tax'credit to a recycler for

purchases of recyclable solid waste materials. The credit is available
for qualified recycling purchases that exceed 75 percent of the base
period amount.

A qualified recycling purchase is defined as the amount paid or in-
curred by the taxpayer who is a recycler to purchase recyclable solid
waste material which is to be recycled -in the United States for use in
the United States. This credit would not be available for the portion
of recycled materials and products which the recycler exports or sells
for export. If the recycler, for example, sells 25 percent of his alumin-
ium ingots made from recycled aluminium to an exporter, the recyclr
will he eligible for only 75 percent of the recycling credit he has earned
on the basis of his purchases of recyclable aluminium waste.The amount of the credit for ferrous and nonferrous metals would
be one-half of the percentage depletion allowance provided for them
under section 613. Textile and paper waste would receive a 10-percent
credit and glass and plastics would be eligible for a 5-perent credit.
No credit is allowed for recycling gold, silver, platinum, or other
precious metals. The credit allowed for paper waste would be limited
by a range with a minimum credit of $5.50 per ton and a maximum
credit of $8.00 per ton, and these limits would increase annually by the
same percentage as does the consumer price index for all items.

The committee was concerned that the recycling tax credit be used
to stimulate a steadily increasing amount of recycling of solid waste
materials and that the credit should not become a windfall for people
already in the recycling industries. Accordingly, it provided for a base
period that would limit the credit to increased recycling production.
It also provided a phase-in of the credit for new and existing producers
during the first 2 years after enactment.

For recyclers who were in operation before 1973, the base period
amount would be 75 percent of the average annual purchases for the
calendar years 1973, 1974, and 1975. This base period would be in
effect through December 31, 1980. After that date, the base period
would be the 3 taxable years preceding any particular taxable year.
The base period amount then would become 75 percent of the average
annual purchases during the 3-year periods. As a result, the base
period would become a moving average which would serve even more
effectively to make the credit available for increases in recycling ac-
tivity. The 3-year moving average would tend to reduce the range of
fluctuations normally associated with cyclical economic activity, and



the recycler whose recycling activity was increasing would have rea-
sonable assurance that he could continue to earn recycling tax credits.

Recyclers who were produoing during the 1973-75 base period but
had no production during one a the years would include that year as
one year with zero purchases in the 8-year period in determining
the average annual amount of purchases for the base period. Where
the recycler has only part of a year's production in one of those years,
he would annualize the part year's activity. To annualize his purchases,
the taxpayer would multiply the number of days of production by the
ratio of 365 to the number of days in the calendar year during which
production occurred.

For example, if production began on September 16, and continued
through the rest of the year, recycling would have been carried on for
107 days, and the ratio for annualizing the purchases for that year
would be 365/107 or 3.41. In order to avoid a situation where the oper-
ation of the annualizing process materially distorts the purchases that
would have been made for that period, the Secretary is authorized to
increase or decrease the annualized amount.

For a new recycler after 1975 who must establish a base period, the
base period amount in his first year of'recycling production would be
zero because he has no prior year's experience and all recyclable solid
waste material purchased in the first year is an increase. For his sec-
ond year of production, the base period amount would be 75 percent
of the first year's purchases divided by 3. For the third year, the base
period amount would be the purchases in the first 2 years divided by
3, and for his fourth year of production, he would have 3 years of prior
activity to establish a base period. When the first three years occur
before January 1, 1981, they would become the fixed base period until
theoving average base period g.oes into effect.

he recycling credit is phased in during the first 3 years for which
it is effective. The phase-in provision limits the recycling credit in the
first year to 25 percent of the amount determined under the rules de-
s-ribed above and to 50 percent in the second year. The full amount
of the credit earned by qualified purchases would be available for the
third and subsequent years. The 25-percent limit would apply for tax-
able years beginning after December 31, 1976, and before January 1,
1978. The 50-percent limit would apply for taxable years beginning
after December 31, 1977, and before January 1,1979.

Recyclable solid waste materials are defined as materials which
must have been used by an ultimate consumer and have no significant
value or utility except as waste. The ultimate consumer may be a house-
hold that discards newspapers, boxes, soda pop, and beer containers
made from glass, plastic, aluminum, and other metals, and worn-out
clothing. Scrap paper, boxes, and all other containers discarded as
waste from residential. office, and commercial buildings also qualifies.
Discarded containers from industrial plants also are wastes that have
been used by an ultimate consumer.

Waste from industrial processes also may be recyclable solid waste
materials. A manufacturer may be an ultimate consumer when he
purchases raw materials which he fabricates into a new product.
Wastes that result from his fabrication process may be classified as
postconsumer solid wastes. To qualify as a purchase for recycling,
the waste material must not be reusable by the fabricator in his proc-



ess, and neither the fabricator nor a related person may be engaged in
the manufacture of such material or in processing the waste material.

For example, assume that a printer of books or magazines generates
waste paper from trimmings and cuttings as the printed material is
assembled and bound. The printer is to be considered as an ultimate
consumer, if the trimmings and cuttings are wastes from his plant
that he cannot use again in printing, and he sells the wastes to a
recycler. The recycler must be an independent entrepreneur, unrelated
through ownership relations, who may put the paper wastes through
a paper-making process for the manufacture of a paper product.

The term recyclable solid waste materials does not include any mate-
rial that becomes a component part of the property eligible for -the
investment credit under section 38 when it is in the hands of the tax-
payer who recycles the material. The recycler may employ the mate-
rial which he recycles to manufacture equipment that, after sale,
becomes section 38 property in the hands of another taxpayer.

Recycling means to subject the post-consumer solid waste material
to a treatment which alters the composition or physical properties of
a material, and which -transforms the material into a product or mate-
rial which does not constitute recyclable solid waste. Recycling does
not include a process consisting merely of sorting, shredding, strip-
ping, compressing, and packing for storage and shipment. Melting
discarded beer cans or bottles into molten metal or glass that is used
to fabricate new metal or glass products, including cans or bottles,
qualifies as recycling. Breakingglass waste into parts, cutting metal
into pieces or shredding paperbefore any of these wastes actually are
transformed through a mechanical or chemical process into a form
from which new products may be fabricated do not qualify as
recycling.

A purchase is not a qualifying purchase if the waste material is
acquired from a relative, a corporate affiliate or subsidiary, or in a
tax-free exchange. The term purchase has the same meaning with
respect to the recycling tax credit as it does under section 179(d) (2)
of the Code, relating to acquisitions from family members, related
business enterprises, etc.

Effective date
This provision applies to materials purchased for recycling after

December 31, 1976.
Revenue effect

This provision will reduce budget receipts by $9 million in fiscal
year 1977, $39 million in fiscal year 1978, and $345 million in fiscal
year 1981.

10. Repeal of Manufacturers Excise Tax on Buses and Bus Parts
(sec. 2007 of the bill and sec. 4061 of the Code)

Present law
Under present law, a 10-percent manufacturers excise tax is imposed

on the sale of buses having a gross vehicle weight of more than 10,000
pounds (sec. 4061 (a)) . However, present law provides for an exemp-

1 This tax is scheduled to drop to 5 percent on and after October 1, 1979.



ion from this tax "local transit buses"; that is, those "which are
to be used predominantly by the purchaser in mass transportation serv-
ice in urban areas" (sec. 4063 (a) (6) ).1 The tax also does not apply to
school buses for "exclusive" use in transporting students and employees
of schools operated by State or local governments or by nonprofit edu-
cational organizations (sec. 4221 (e) (5)) 

In addition, there is an 8-percent manufacturers excise tax on parts
and accessories (other than tires and inner tubes, which are taxed sepa-
rately under sec. 4071) of the type used on buses (sec. 4061(b) ).1

Reasons for change
The committee considers it desirable to encourage the use of bus

transportation because it is a more energy-efficient mode of transporta-
tion. In addition, the committee believes that the tax distinction be-
tween local transit buses and intercity buses (scheduled and charter)
should be removed, as both types of bus transportation conserves
energy as compared to private auto transportation (upon which there
is no manufacturers excise tax on the purchase). Further, since timely
use of ous replacement parts and accessories contribute to efficiency of
operation and vehicle safety, the committee believes that the 6-percent
tax also should be repealed for bus parts.

Explanation of provision
The committee's amendment repeals the excise tax on all buses as

well as the related tax on bus parts and accessories. The House energy
tax bill (H.R. 6860) provided for a repeal of the 10-percent excise tax
on intercity-type buses only; that is, buses which would be used "pre-
dominantly by the purchaser in public passenger transportation
service."

The committee's amendment extends the repeal to all buses in order
to remove any tax discrimination among types of buses, as well as to
reduce the administrative problems regarding the present distinction
between buses used "predominantly" in local transit service in urban
areas and transit buses not so used as well as between buses used
"exclusively" for school transportation and those that are not.

The repeal of the excise tax on bus parts applies only to parts de-
signed and ordinarily used for buses, as contrasted to parts for trucks.

Effective date
The repeal of the 10-percent excise tax on buses and the 8-percent

excise tax on bus parts is effective for sales by the manufacturer, pro-
ducer, or importer on or after July 1, 1976. An article is not to be con-
sidered as sold before the date of enactment unless possession or right
to possession passes to the purchaser before that time.

In the case of partial payments of tax in connection with leases, cer-
tain types of installment sales, conditional sales, or certain types of
chattel mortgage arrangements, present law (sec. 4216(c)) provides
that the manufacturers excise tax is to be paid upon each partial pay-
ment and is to be based on the tax rate in effect on the date each partial
payment is due. To avoid windfall benefits to a manufacturer where
the lease, installment sale, etc., took into account the 10-percent tax, the

0
This exemption a ppties to privately-owned local transit buses, since "public" transit

buses are exempted under the State-loeai government exemption provision (sec. 4221(a)1(4))-.
This applies to persons purchasing school buses for contract operation to transport

school students or employees, as school buses sold directly to State-local governments or
to nonprofit educational organizations for their exclusive use are exempted already
(sem. 4221 (a) (4) and (M) .

'This tax is also scheduled to be reduced to 5 percent on Octohpr 1, 1979.



amendment provides that no tax is due on partial payments on or after
the date of enactment if the lessor or vendor establishes that the
amount of the payments payable after that date has been reduced by
the amount of tax that would otherwise have been due with each par-
tial payment after that date. If the lessor or seller does not establish
that the payments have been so reduced, the tax reduction provided by
the bill is not to apply to the article on which those partial payments
are being made. In other words, for the tax reduction to be available
in partial payment cases, the benefit of the repeal must be passed on
to the lessee or purchaser.

Revenue effect
It is estimated that this provision will reduce receipts by $19

million for fiscal year 1977, $20 million for fiscal year 1978, and $12
million for fiscal year 1981.

11. Excise Tax on Rerefined Lubricating Oil (sec. 2008 of the bill
and see. 4093 of the Code)

Present law
Present law imposes a 6-cent-per-gallon manufacturers excise tax on

the sale of lubricating oil (other than cutting oils) in the United States
(see. 4091). Sales to a manufacturer or producer of lubricating oils
for resale are exempt (sec. 4093). The cleaning renovating, or refining
of old oil is itself not considered to'be manufacturing (Treas. Regs.
§ 48A091-2 (b) (2) (ii)),,and as a result the sale of rerefined oil by the
rerefiner does not result in a tax.

A refund or credit of the tax is authorized in the case of lubricating
oil used otherwise than in a highway motor vehicle. The refund or
credit is not allowed, however, for cutting oils, previously used oil,
or other oil which was exempt from the excise tax. Present law (sec.
4218(a)) also provides that if a person uses an article that he has
manufactured, produced, or imported, he is generally liable for the
manufacturers tax in the same manner as if he had sold the article,
unless he uses the article in the manufacture of products that are
themselves subject to the manufacturers excise tax. As a result, a man-
ufacturer of lubricating oil may be liable for the manufacturers excise
tax of 6 cents per gallon if he himself uses the oil, rather than sells it.

The Internal Revenue Service has ruled (Rev. Rul. 68-108, 1968-1
C.B. 561) that if 'a person uses new lubricating oil off the highway
(e.g., in railroad lubricating activities), then he is entitled to a full
refund of the manufacturers tax. Indeed, the railroad 'may purchase it
tax-free pursuant to a registration system. However, if a person mixes
waste or rerefined oil with new lubricating oil, then the new lubricating
oil portion of the mixture is taxable. Also, the railroad or other ulti-
mate user of the mixture for nonhighway purposes is not permitted
to obtain a refund of the tax paid on the new portion of the oil mix-
ture that is so used.

Reasons for change
The tax laws as interpreted by the Internal Revenue Service at

present provide a disincentive to the use of waste or rerefined oil. In
order to remove this tax incentive to the use of waste or rerefined oil,
the committee believes that an exemption from the tax for new oil
mixed with waste or rerefned oil should be provided under certain
circumstances.



Emplanation of provision
The committee amendment exempts from the 6-cents-per-gallon

excise tax new oil used in combination with old oil for new oil con-
stituting up to 55 percent of the mixture. The House bill did not con-
tain a comparable provision. This same provision, however, was con-
tained in the House-passed energy tax bill (H.R. 6860).

More specifically, new oil is exempt from tax when mixed with waste
or rerefined oil if the resulting mixture contains up to 55 percent new
oil, then all of this new oil in the mixture is to be tax-exempt. If the
mixture contains more than 55 percent new oil, the rerefiner is still to
be exempt from tax on so much of the new oil as does not exceed 55
percent of the mixture. However, in order to insure that this provision
operates in a manner which requires the use of a significant amount of
waste or rerefined lubricating oil, the tax exemption for the new oil is
available only if 25 percent or more of the mixture consists of waste
or rerefined oil.

In determining the percenatges of new and previously used oil in
the blend, the amount of any additives in the rerefined oil is not to
be taken into- account. In other words, the base 100 percent of the
blend on which the portions of previously used oil and new oil are to
be calculated for the purpose of determining the exemption is to be
the total amount of the blended product, less any additives.

The exemption of new oil in the mixture is achieved by classifying
sales to rerefiners as sales to a producer of lubricating oil for resale
by him. As a result, these sales will be tax-exempt, since sales to
producers are exempt under present law (see. 4093). However, if a
sale is made to a rerefiner, part or all of the new oil included in the
blend may be taxable if the blend consists of more than 55 percent
virgin oil. In this case the rerefiner is liable for the resulting tax be-
cause he is treated as the manufacturer of the blend.

This provision is not intended to affect the present power of the
Commissioner of Internal Revenue to issue certificates of exemption
(from the see. 4091 tax) for sales of oil suitable for lubricating pur-
poses, but which are sold directly by the manufacturer to a purchaser
for nonlubricating use by him or for resale for nonlubricating use.

Effective date
The exemption for certain new oil applies to lubricating oil sold

after June 30, 1976.
Revenue effect

It is estimated that this provision will reduce receipts by about $3
million a year. These revenues would otherwise go into the Highway
Trust Fund (through September 30,1979).

12. Exemption From the Retailers Excise Tax on Special Motor
Fuels for Certain Nonhighway Use (sec. 2009 of the bill
and sec. 6427(c) of the Code)
Present law

Present law imposes a retailers excise tax of 4 cents a gallon upon
diesel fuel and certain other special motor fuels I where the fuel is sold

2 The special motor fuels are benzol, benezene. naphtha, liquifled petroleum gasc asing
head and natural gasoline or any other liquid (other than kerosene. gas o i l ,tfuel oil, or
any product taxable as gasoline under secilon 4081 or as diesel fuel under section
4041(a)). This tax Is scheduled to be reduced to 1% cents a gallon on October 1, 1979.



or used for highway-related vehicle use. In the case of diesel fuel, no
tax is imposedupon the use of diesel in a nonhighway motor vehicle
nor in a motorboat, as the tax is imposed only if sold for or used by a
"diesel-powered highway vehicle" (sec. 4041(a)). However, for the
other special motor fuels, there is a tax of 2 cents a gallon for use by
a nonhighway motor vehicle or motorboat (sec. 4041(b) ).'

Rea8on8s for change
It appeared inequitable to the committee to continue taxing certain

special motor fuels used in nonhighway motor vehicles while not tax-
ing diesel fuel used in such nonhighway vehicles. Moreover, the com-
mittes believes that such nonhighway use of special motor fuels should
not have to bear the user charge, and therefore the committee decided
to remove the tax discrimination between nonhighway use of diesel and
other special motor fuels.

Explanation of provision
The committee amendment provides for an exemption from the 2

cents-a-gallon retailers excise tax on special motor fuels sold or used
for a nonhighway motor vehicle (other than for motorboat or noncom-
mercial aviation use). This is in order to remove the tax distinction
between, for example, liquefied petroleum gas (propane) used in an
industrial lift truck (which is subject to a tax of 2 cents a gallon)
and diesel fuel used in a diesel-powered lift truck (which is not subject
to any fuel tax). The exemption is accomplished by providing for a re-
fund or credit (sec. 6427) for tax paid for such nonhighway use of
special motor fuels.

The House bill contains no comparable provision.

Effective date
This amendment is effective for the use of certain special fuels for

nonhighway motor vehicles as described above on or after July 1,
1976.

Revenue effect
It is estimated that this amendment will involve a small revenue

loss.

13. Oil Swaps (sec. 2010 of the bill and part 10 of Schedule 4 of
the Tariff Schedules of the United States, 19 U.S.C. 1202,
new item 475.12 and new headnote)

Present law
Under present law, all petroleum and petroleum products imported

into the United States are subject to import duties, which vary ac-
cording to grade of the petroleum or type of product.

Canada has announced a policy of gradually reducing its crude oil
exports to the United States to zero by the early 1980's, subject to

'This 2 cents-a-gallon reduction in the retailers excise tax on special motor fuel does
not apply to such fuel for noncommercial aviation use, s there is a separate retailers tax
of? cents a gallon through June 3. 1980 (sec. 4041 (c)).

SBetween May 11. 1978, and February 1, 1975, a program of import license fees was In
effect and regular import duties were suspended. 'The Import license fees were imposed by
Presidential Proclamatlon and administered by the Federal Energy Administration. On

ugust 11. 1975. the Court of Appeals for the District of Columbia held In £'us n e
of Masohusetts v. Smon that the import license fees imposed by Presidents' Nita
and Ford on Imported petroleum and petroleum products were Illegal This lecion. sins
referred to as the Algonquin case, . curehty pending befor the U.s. SuppOee Charta
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annual reevaluation. United States refiners in several Northern Tier
States including Mijchigan, Minnesota, Montana, North Dakota and
Wisconsin, currently rely heavily on crude oil imported from the
Northwestern Canadian Provinces. Under Canadian law, all natural.
resources including petroleum are owned by the provincial govern-
ments.

Reasons for change
As a result of the Canadian policy to reduce petroleum exports to

the United States, a number of refiners in the Northern Tier States
face a cutoff of their crude oil supply because no other oil transpor-
tation network is available. Such a cutoff could adversely affect con-
sumers in those States.

Because of the source and structure of both the United States' and
Canada's oil distribution systems, it would be more efficient and eco-
nomical for both countries to make such sales and purchases from
each other rather than to switch to exclusively national oil sources
and distribution systems.

Negotiations were completed in June, 1975, between the United
States and Canada to permit commercial exchange agreements be-
tween United States and Canadian refiners. At that time, the Fed-
eral Energy Administration announced that as a result of talks
between U.S. and Canadian officials, both governments had agreed
to aid in removing governmental obstacles that might prevent the
negotiation of company-to-company exchanges of crude oil. In making
this announcement, the FEA Administrator stated that oil exchanges
between United States and Canadian refiners could contribute to
reducing supply and transportation costs, helping consumers in both
countries.

Under such agreements, Canadian crude oil would continue to be
exported to Northern Tier refiners in excess of amounts which would
otherwise be exported under the Canadian phaseout schedule. In re-
turn, United States refiners would deliver crude oil to the Canadian
companies. Such arrangements would make unnecessary the construc-
tion of new and expensive pipelines to serve refiners in the Northern
Tier States which are heavily dependent on Canadian crude oil.

Under such arrangements, imposing duties on crude oil imported
from Canada would artificially inflate the price of petroleum products
to United States consumers in the Northern Tier States. The commit-
tee believes that duties on Canadian oil imported pursuant to swap ar-
rangements would interfere with mutually beneficial joint ventures
and exchanges, and might seriously injure the Northern Tier States.

In the event that United States and Canadian companies agree to
engage in oil swaps. the committee believes that the amount of U.S.
imports of oil from Canada which should be exempt from duties
should be of the same kind and quality and equal to the amount of
Canadian imports of oil from United States refiners.

Explanation of provision
The committee amendment provides 'for the duty-free treatment of

oil imported from Canada under company-to-comvany oil swap ar-
iangements made pursuant to agreement between the governments of
the United States and Canada. The House bill contains no similar
j*6ti wb.
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Under the committee amendment, the United States tariff schedules
are modified to exempt oil imported from Canada into the United
States from the import duties set forth in Schedule 4A, part' 10 of
such schedules, if the oil is imported as part of an oil swap arrange-
ment. The types of petroleum eligible for such swaps are crude petro-
leum, including reconstituted crude petroleum, and crude shale oil.
The quantity of imported Canadian oil exempted from U.S. duties
must be equivalent in amount, kind and quantity to the oil which is
imported by Canada from United States refiners during the 30-day
period preceding the date of entry of the Canadian oil into the United
States.

The amount of Canadian oil entering the United States duty-free
cannot be offset against any merchandise except the oil exported by
United States refiners to Canada. In order for the Canadian oil to
qualify for duty-free entry, the oil exported by United States refiners
under the swaps must -be either domestic United States oil or oil from
foreign sources on which United States refiners have already paid the
United States import duties.

Effective date
The committee amendment shall apply to taxable years beginning

after December 31,1976.
Revenue effect

This provision is not expected to have any effect on tax receipts.



U. TAX-EXEMPT ORGANIZATIONS

1. Declaratory Judgments as to Tax-Exempt Status as Char-
itable, etc., Organization (sec. 2101 of the bill and new sec.
7428 of the Code)

Present law
An organization that meets the requirements of section 501(c) (3)

of the Code I is exempt from tax on its income.
In general, a domestic organization which is exempt under section

501 (c) (3) is also eligible to receive deductible charitable contributions
(sec. 170(c) (2)).

If such an organization is a private foundation (defined in sec. 509),
then it is subject to a series of restrictions on its activities (see. 4941
et seq.), as well as a tax on its investment income (see footnote 2
above). Also, if it is classified as a private foundation (other than an
operating foundation (sec. 4942(j) (3)); its status as a charitable con-
tribution donee is in some respects significantly less favorable than if
it is not so classified (compare sec. 509(a) with see. 170(b) (1)).

Although the tax status of an organization generally does not de-
pend on the Internal Revenue Service's position as to the organiza-
tion, as a practical matter, most organizations hoping to qualify for
exempt status find it imperative to obtain a favorable ruling letter
from the Service and to be listed in the Service's "blue book" (Cumula-
tive List of Organizations Described in Section 17 0 (c) of the Internal
Revenue Code of 1954, Publication 78). An exemption letter and list-

in the blue book assure potential donors in advance that contribu-
tions to the organization will qualify as charitable deductions under
section 170(c) (2). In general, potential donors may rely upon these
indicia even though the organization may not in fact be qualified under
the statute for this treatment at the time of the gift.'

Sz "!C. 501 EXEMPTION FROM ITAX ON CORPORATIONS, CERTAIN TRUSTS,

"(a) Exemption From Taxation.-An organization described in subsection (e) or (d)
or section 401 (a) shall be exempt from taxation under this subtitle unless such exemption
is denied under section 5D2 or 50.

"(e
) 

Lint of Exempt Organlatons.-The following organizations are referred to Is
submetion (a) :

'"(2) Corporations, and any community chest, fund, or foundation, organIzed and oper-
ated exclusively for celisos, charitable, sientific, testing for public safety, literar, or
educational purposes, or or the prevention of cruelty to children or animals, no part of the
net earnings of which inures to the benefit of any private shareholder or individual, no
substantial part of the activities of which is carrying on propaganda, or otherwise
attempting, to influence legislation, and which does not participate in, or intervene in
(neludng the publishing or distributing of statements), any politiel campaign on behalf

of any candidate for noblie office "
I Such an organization is, nevertheless, subject to tax on its "unrelated business taxable

income" (see. 511 at oeq.) and, if it Is a private foundation, Is also subject to tax on its
"net investment income" (sec. 4940) ; however, it 1o not subject to Federal income tax
o it. related business income. The tax on private foundatons' investment income is at

the rate of 4 percent but would be taxed at the rate of 2 percent, under another section of
the committee amendment; by comparison, the rates applicable to taxable corporations are
up to 48 percent, and to taxable trusts are up to 70 'percent.

lee Rev. Proc. 1972-39. 1972-2 C. 816, for the Service's position on the extent to
which contributors may rely on the listing of an organization in the blue book.

(585)



In two cases decided in 1974 (Bob Jones University v. Simon, 416
U.S. 725, and Alexander v. "Atricans United" Inc., 416 U.S. 752),
the Supreme Court held that an organization could not obtain the
assistance of the courts to restrain the Internal Revenue Service from
withdrawing a favorable ruling letter or withdrawing its listing in
the blue book. In effect, this means that a judicial determination as
to the organization's status cannot be had by the organization or its
contributors, except in the context of a suit to redetermine a tax
deficiency or to determine eligibility for a refund of taxes.

By the time the Supreme Court issued its opinions in Bob Jones
and Americans United, both Houses of Congress 'had already passed
versions of what became the Employee Retirement Income Security
Act of 1974 (Public Law 93-406). Each House's version of that bill
included provisions for declaratory judgments as to the tax-qualified
status of employee retirement plans. This ultimately became section
1041 of that Act, which added section 7476 to the Internal Revenue
Code.

Under that provision, the Tax Court has been given jurisdiction to
hear declaratory judgment suits as to the tax qua ifications of an em-
ployee retirement plan (pension, profit sharing, stock bonus, etc.),
so that the plan's status can be tested without the necessity of the
Service issuing a notice of deficiency or a taxpayer suing for a refund
of taxes.

Reasons for change
In Bob Jones University v. Si on, the Supreme Court summarized

the problems faced by an organization seeking to establish its chari-
table tax-exempt status. The Court noted that, as it interpreted present
law,

"Congress has imposed an especially harsh regime on § 501 (c)
(3) organizations threatened with loss of tax-exempt status and
with withdrawal of advance assurance of deductibility of contribu-
tion. * a a The degree of bureaucratic control that, practically
speaking, has been placed in the Service over those in petitioners
position [i.e., the position of Bob Jones University] is susceptible to
abuse, regardless of how conscientiously the Service may attempt to
carry out its responsibilities. Specific treatment of not-for-profit

onizations to allow them to seek preenforcement review may well
eri consideration." I
The opinion then suggested that this is an appropriate matter for the

Congress to consider. .
' The Court's opinion noted that former eternal tevenue Commissioner Thrower had

criticized the present oyotem for resolving such disputes teween the Service and theorgoolozatios.
'This is an extromeiy unfortunate situation for several reasons. First, it offends my

sense of Justice for onde deisy to be Isosed on one who needs a prompt decision.
Second, in practical effect It gives a greater finality to IR decisions the we woold
wont or Confreso intended. Third, it inhibits the growth of a hody of com law uterpre-
tative of the exempt orgsis tion previeions thot rcolo a ha e the IRS in Its oUrther
delberations." Thrower. is -s. considering Far Reaching changes in Ruling on Exempt

Orgasisationo. 34 Joornal of Tsxation'16S (1971).)
a doseting opinion to AIntarn v. "A cns united, ey, the companion ca e

to sob Jones Universite v. Sdeso, Mr. Justice Blbmomn stated that. "whern the philan-
thrope organization is concerned, thee ears to be little to circumscribe the almost
unfettered rwe of the Commissioner." This!may he very well so long s one suhscrihesto the particolar hrand of social Policy the Commissioner happens in be advocatings
the. time (a social Policy the merits of which I make no attempt to evaluate), hot aplies-Oone of or tan laws should sot operate in so fickle a fashion. Sorely, social poiiev in
the ficot instance Is a matter f-r leresative concern. To the euteut these deiermlna~ionsare reposed in the authority of. the internal Revenue Service, they should have the systemof checks and balances provided by lniiicve o/r nognotinta o g

ha favored with an exempt ton ruling is impriled by an allegedly isnconstitotinschange of direction on the part of the service." (Footnote omitted



In order to provide an effective appeal from an Internal Revenue
Service determination that an organisation is not exempt from tax,
or is riot an eligible donee for charitable contributions, or is a private
foundation (an operating foundation or a nonoperating foundation),
it has been urged that there be access to the courts through some dec-
laratory judgment procedure.

The same line of reasoning outlined by the Supreme Court in those
two cases, and which motivated the Congress to act with regard to
employee retirement plans, applies in this case. Accordingly, the
committee has agreed to provide in its amendment for a declaratory
judgment procedure under which an organization can obtain a judicial
determination of its own status 6 as a charitable, etc., organization, its
status as an eligible charitable contribution donee, its status as a private
foundation, or its status as a private operating foundation. Also, the
committee amendment provides assurances regarding contributions
made during the litigation period.

In connection with this, and as an aid to proper oversight and to
future decision-making in this area, the committee intends that the
Internal Revenue Service report annually to the tax-writing commit-
tees of the Congress on the Service's activities with regard to organi-
zations exempt under section 501(a), including the following: (1)
the number of organizations that applied for recognition of exempt
status, (2) the number of organizations whose applications were ac-
cepted and the number of organizations whose applications were
denied, (3) the number of organizations whose prior favorable ruling
letters were revoked, (4) the number of organizations that were audited
during the year, and (5) the number of organizations that the Service
regards as being exempt. To the extent possible, these statistics should
be broken out by type of organization (e.g., public charity, private
foundation, social welfare organization, fraternal beneficial associ-
ation, and veterans organization). In addition, the Service should
report the amount of its expenditures for the year, the amount of its
requested appropriations for the following 2 years, the amounts appro-
priated for each of the years, and the amounts authorized to be appro-
priated under the terms of section 1052 of the Employee Retirement
Income Security Act of 1974.

Emapkation of prov-iion
In general.-The amendment provides that the Federal district court

for the District of Columbia, the United States Court of Claims,and
the United States Tax Court are to have jurisdiction in the case of an
actual controversy involving a determination (or failure to make a
determination) by the Internal Revenue Service with respect to the
initial or continuing qualification or classification of an organization
as an exempt charitable, etc., organization (see. 501(c) (3)), as a

a The Supreme Court has Implicitly held that under certain elrcumstasces suits can be
brought by third sorties to restrain the Interea Revenue Service from treating an
organization as being eaempt, (oit v. Gres, 404 U.8. 997 (1971). affirming Greens v.
Osot. 530 F. Supp. (D.C., D.C.. 1971). a decision by a special 1-Judge district court.
The committee's amendment does not deai with this matter. This amendment constitutes
neither an implied endorsement nor an implied criticism of such "third-party" suits. How-
ever. the committee does intend that. with respect to accepting amsevo curiae briefs and
permitting appearances by third parties in declaratory judgment suits under this amend-
ment. the courts should be as generous as they an be, in the light of the need for expedi-
tious decisions in those cases and the general state of the courts' calendars.



qualified charitable contribution donee (see. 170(c) (2)), as a private
foundation (sec. 509), or as a private operating foundation (see. 4942
(j) (8)). A suit under this provision can be brought only by the organi-
zation whose qualification or status is at issue.

The House bill is the same as the committee amendment, except for
the courts which are to have jurisdiction (U.S. Tax Court and all Fed-

-eral district courts, under the House -bill) and the effective date.
The courts are to have jurisdiction to make a declaration with respect

to the status of the organization and any such declaration is to have the
force and effect of a decision or final judgment and is to be reviewable
as such.

The court is to base its determination upon the reasons provided by
the Internal Revenue Service in its notice to the party making the re-
quest for a determination, or based upon any new argument which
the Service may wish to introduce at the time of the trial. The burden-
of-proof rules are to be developed by the courts under their rule-mak-
ing powers. Insofar as is practical, those rules should conform to the
rules that the Tax Court develops with regard to declaratory judg-
ment suits as to retirement plans, under section 7476 of the Code. (See
e.g., title XXI of the Tax Court's Rules of Practice and Procedure.)

The iudament of the court in a declaratory judgment proceeding is
to be binding upon the parties to the case'based upon the facts as
presented to the court 7 in the case for the year or years involved.
This, of course, does not foreclose Service action for later years
(within the limits of the legal doctrines of estoppel and stare deelias)
if the governing law or the organization's operations have changed
since the years to which the declaratory judgment applies, or (espe-
cially in the case of a new organization) if the organization does not
in operation meet the requirements for qualification.

This provision is intended to facilitate relatively prompt judicial
review of the specified types of exempt organization issues; it is not
intended to supplant the normal avenues of judicial review (redeter-
mination of a deficiency or suit for refund of taxes) where those nor-
mal procedures could be expected to provide opportunities for prompt
determinations. Consequently, it is expected that the courts will not
entertain a declaratory judgment suit with reward to a period for
which a notice of deficiency has already been issued, except upon a
showing by the organization that the declaratory judgment route is
likely to substantially reduce the time necessary to attain a final judi-
cial review of the Service's determination. Also, it is expected that in
general a court which has accepted pleadings in a declaratory judg-
ment proceeding will yield to a court which has accepted pleadings in
a redetermination of deficiency or a tax refund suit, unless the proceed-
ings in the declaratorv judgment suit are so far along that it would
facilitate interests of prompt instice for the latter court to yield to
the former. The committee's decisions are not to be permitted to create
conflicting determinations on the parts of different trial courts with
regard to any of the questions that may be determined in a declaratory

7In mon eases. this would be eosenttollv the administrative reord before the internal
evenue Servile: see. e.g.. paraeranbe (5) end (6) of the prefatory note to title xxI

of the Tax Court's Rule. of Practice and Procedure.
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judgment suit; nor are the committee's decisions to operate so as to
require duplication of effort on the part of parties, witnesses, or courts.

Contributions made during the litigation period.-As is the case
regarding retirement plans (under sec. 7476) the courts are to have
jurisdiction to determine whether the Service has correctly concluded
that a previously exempt organization has lost its charitable donee
status because of changes in operation, changes in the governing law,
changes in the governing instrument, etc. In order to reduce the like-
lihood of the litigation "drying up" the resources of an organization's
support (especially if that organization depends primarily on current
contributions from the general public), the committee has provided
that, under specified circumstances, contributions made during the liti-
gation period may be deductible even though the court ultimately
determines that the organization had lost its status as an eligible
charitable donee under section 170 (c) (2) of the Code.

This protection is to apply only where the organization had previ-
ously been declared to be an eligible donee, the Service has published a
notice of the revocation of its advance assurance of deductibility of
contributions, and the organization has initiated its proceeding before
the 91st day after the Service mailed its adverse determination to the
organization. The "publication" requirement is satisfied if the Internal
Revenue Service has made a public announcement, such as by issuing i
press release or by printing the notice in the Internal Revenue Bulletin.

Sometimes, the first notice to the public consists of a notice of sus-
pension of advance assurance of deductibility of contributions to the
organization. (See sec. 4 of Rev. Proc. 72-39, 1972-2 CB 818.) In.
terms of its effect on potential contributors, such a notice is the func-
tional equivalent of a notice of revocation. That is, potential contrib-
utors will be reluctant to make contributions to the organization once
notice of such a suspension is published. Consequently, for purposes
of the provision protecting contributions made during the litigation
period, a notice of suspension of advance assurance is to be treated the
same as a notice of revocation of advance assurance of deductibility.

If these criteria are met, then contributions made by an individual
or by an organization described in section 170(c) (2) which is exempt
from tax under section 501(a) to or on behalf of the organization in
the period beginning on the date of publication of the notice of revoca-
tion and ending on the date on which the court has first determined
that the organization is not an eligible donee under section 170(c) (2)
are to be treated as having been made to or on behalf of an organiza-
tion described in section 170(c) (2), for purposes of determining the
income tax charitable contribution deduction of the contributor. How-
ever, the aggregate of deductions by any individual contributor to be
given this protection with regard to contributions to or on behalf of
any one organization is not to exceed $1,000 for the entire period (For
these Durposes. a husband and wife are to be treated as one contribu-
tor.) This benefit is not to apply to any individual who was responsible,
in whole or in part. for the actions (or failures to act) on the part of
the organization which were the basis for the revocation.

From time to time, the Internal Revenue Service, in announcing its
revocations of assurance as to exempt status, has applied this revoca-

'Of course. this ai.0e "cap, is pot to restrict deductibility of the final decision or
Judgment to In favor of the ehartable, etc., organization.



tion retroactively to the date of the asserted improper actions or fail-
ures to act (sec. 805(b)). The committee understands that in such
cases the retroactive revocation is not applied to those contributors who
were innocent of the improper actions or failures to act. The committee
intends that the Service continue to follow this course, which is con-
sistent with the rule provided in this amendment.

Exhaustion of administrative remedies reqired.-For an organi-
zation to receive a declaratory judgment under this provision, it
must demonstrate to the court that it has exhausted all administrative
remedies which are available to it within the Internal Revenue Service.
Thus, it must demonstrate that it has made a request to the Internal
Revenue Service for a determination and that the Internal Revenue
Service has either failed to act, or has acted adversely to it, and that
it has appealed any adverse determination by a district office to the
national office of the Internal Revenue Service or has requested or
obtained through the district director technical advice of the national
office. To exhaust Its administrative remedies, the organization must
satisfy all appropriate procedural requirements of the Service. For
example, the Service may decline to make a determination if the or-
ganization fails to comply with a reasonable request by the Service to
supply the necessary information on which to make a determination.

An organization is not to be deemed to have exhausted its admin-
istrative remedies in a case where there is a failure by the Internal
Revenue Service to make a determination, before the expiration of
270 days after the request for such a determination has been made.
Once this 270-day period has elapsed, an organization which has taken
all reasonable steps to secure a determination may bring an action even
though there has been no notice of determination from the Internal
Revenue Service.

Of course, if the Service makes a determination during this 270-day
period, then the organization need not wait until the end of the 270-
day period to initiate the declaratory judgment proceeding. However,
no petition under this provision may be filed more than 90 days after
the date on which the Service sends notice to the organization of its
determination (including refusals to make determinations) as to the
status of the organization.

These effective date provisions have been chosen basically for two
purposes: (1) to provide the courts an opportunity to establish any
necessary rules and otherwise make administrative preparations for
initiation of these new declaratory judgment proceedings, and (2) to
assure that "stale" cases are not made the subject of court suits without
the organization first giving the Internal Revenue Service an oppor-
tunity to reexamine the case. It is not the intention of the committee
that the Service is to be permitted to cut oft an organizaion's declara-
tory judgment suit rights by sending the organization its unfavorable
determination more than 90 days before this provision would other-
wise become effective. It is intended, in such a case, that the Service is
to send another determination to the organization at such a time that
the organization would have an opportunity to initiate a declaratory
judgment court proceeding. For example, if the Service sends an or-
ganization an unfavorable determination in July 1976, the Service is
to send that organization another determination in, say, December
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1976. The December notification is to start the running of the 90-day
period for initiating court proceedings. The July. notification is to
start the litigation period, during which deductibility of contributions
is to be protected.

Tax ourt comms*swoers.-In order to provide the Tax Court with
flexibility in carrying out this provision, the bill authorizes the Chief
Judge of the Tax Court to assign the commissioners ("special trial
judges") of the Tax Court to hear and make determinations with
respect to petitions for a declaratory judgment, subject to such condi-
tions and review as the Court any provide. It is anticipated, for ex-
ample, that the court may initially provide that all the declaratory
judgment cases are to be heard by judges, rather than commissioners.
However, if the volume of these cases is large, then the Tax Court may
expedite the resolution of these cases by authorizing its commissioners
to hear and enter decisions in cases where similar issues have already
been heard and decided by the judges of the Court. However, as is the
case with regard to Tax Court declaratory judgments in employee
retirement plan cases, this example is not intended to be a restriction

on the Tax Court's authority with regard to the use of these commis-
sioners in declaratory judgment cases. The flexibility is granted to the
Court to assign its commissioners to hear and decide these cases in
such a manner as the Court may deem appropriate.

Effective date
These provisions are to apply to pleadings filed with the Federal dis-

trict court for the District of Columbia, the United States Court of
Claims, or the Tax Court more than 6 months after the date of
enactment, but only with respect to Service determination (or requests
by the organizations for Service determinations) made after January
1,1976.

Revenue effect
These provisions are not expected to have any revenue effect.

2. Modification of Transitional Rule for Sales of Property by
Private Foundations (sec. 2102 of the bill and sec. 101(1)
of the Tax Reform Act of 1969)

Present law
The Tax Reform Act of 1969 amended the Internal Revenue Code

of 1954 to impose taxes upon certain transactions between a private
foundation and its "disqualified Persons" (generally, persons with an
economic or managerial interest in the operation of that foundation).
Among the transactions covered by these taxes on "self-dealing" are
the sale, exchange, or leasing of property (see. 4941), In order to
avoid unnecessary disruption of existing arrangements, however, the
Act provided transitional rules permitting the continuation, without
violation of the self-dealing rules of any existing lease (in effect on
October 9, 1969) between a foundation and a disqualified person until
1979, so long as the lease remains at least as favorable to the private
foundation as it would have been under an arm's-length transaction
between unrelated parties. However, for taxable years beginning after
the end of 1979, the leasing arrangements must be terminated (sec.
101(1) (2) (C) of the 1969 Act).



Another transitional rule provided in the 1969 Act permits a private
foundation to sell excess business holdings to a disqualified person, if
the sales price equals or exceeds the fair market value of the property
being sold. However, this rule applies only to business holdings, and
not to passive investments, including passive leases (sec. 101 (1) (2) (B)
of the Act.

Reasons for change
Cases have been brought to the committee's attention in which a

private foundation is leasing to a disqualified person property of a
nature which is peculiarly suited to the use of that person. In these
cases, the value of the property to the disqualified person is greater
than that to any other person. Since under present law such a leasing
arrangement must be terminated not later than the end of the last
taxable year beginning in 1979, and the property cannot be sold to the
disqualified person by the private foundation, the foundation probably
would be put in the position of being forced to dispose of its property
to unrelated persons for less than the value of that property to dis-
qualified persons.

This particular combination of circumstances regarding the sale of
leased property was not brought to the attention of Congress when it
was considering the Tax Reform Act of 1969. In effect, the sale-of-
leased-property situation happens to fall between the above-noted
existing transitional rules. It appears likely that if this particular point
had been presented in 1969, the Act would have been modified to deal
with the situation. Accordingly, the committee amendment minimizes
this hardship by the addition of a new transitional rule.

Explanation of provision
The committee amendment revises the transitional rules applicable

to the private foundation provisions of the Tax Reform Act of 1969
by adding a new transitional rule to deal with the sale of property by
a private foundation to a disqualified person. Under this rule, a private
foundation may sell, exchange, or otherwise dispose of property (other
than by lease) to a disqualified person if, at the time of the disposition,
the foundation is leasing substantially all of that property under a
lease subject to the 1979 lease transitional rule described above, and the
foundation receives in return an amount which equals or exceeds the
fair market value of the property. In computing the fair market value
of the property, no diminution of that value is to result from the fact
that the property is subject to any lease to disqualified persons.

The fair market value of the property is to be determined either at
the time of its disposition, or at the time (after June 30, 1976) that a
contract is executed for disposition of the property. The contractual
valuation date permits the foundation and the purchaser to have a
fixed price in their agreement even though some time may elapse and
the value of the property changes between the contract and the actual
settlement date.

There is no comparable provision in the House bill.
Effective date

This provision applies to dispositions occurring before January 1,
1978, and after the date of the bill's enactment, in taxable years ending
after the date of the bill's enactment.



Revenue estimate
This provision is not expected to have any revenue effect.

3. Private Foundation Set-Asides (see. 2103 of the bill and see.
4942 of the Code)

Present law
Under present law, every private foundation (other than an oper-

ating foundation (sec. 4942(a) (1)) must make "qualifying distrbu-
tions" (sec. 49 42(g)) of its "distributable amount" ' for each year.

If a foundAtion fails to distribute it least the minimum required
amount for a given year, the foundation is subject to a tax of 15 per-
cent of the shortfall. This tax applies for each year that the shortfall
remains to be distributed. An additional tax of 100 percent applies if
the shortfall has not been distributed by the 90th day after the Inter-
nal Revenue Service has mailed to the foundation a notice of deficiency
with respect to the 15-percent tax.

An Amount set aside to be paid out for a specific project may be
treated as a "qualifying distribution" for the year of the set-aside (un-
der sec 4942(g) (2)) ; but only if the set-aside is approved in advance
by the Internal Revenue Service. To obtain such approval, the founda-
tion must establish both that the amounts set aside will be paid for the
specific project within 5 years,2 and that the project is one which can
better be accomplished by that set-aside than by the immediate pay-
ment of funds. If the Internal Revenue Service does not give timely
approval of a set-aside, then the set-aside does not constitute a qualify-
ing distribution.

Rea8on for change
In some cases, the Internal Revenue Service has been reluctant to

approve set-asides that are repeatedly used by a private foundation in
making grants, even though the purpose for not paying the grant all
at once is to allow the foundation to ensure that the funds are being
properly spent. However, foundations which had similar grant pro-
grams in effect before the 1969 Act generally have not had to obtain
prior approval for programs to replace them because the amounts actu-
ally distributed under such foundations' other pre-1969 Act programs
still in effect and the replacement programs have been sufficient by
themselves to meet the minimum payout requirements.

The committee believes that the policy behind the 1969 provisions
for set-asides is sound. However, in certain limited circumstances,
some temporary relaxation of the private foundation payout rules,
as they relate to set-asides, is desirable.

When a new foundation is established, or when an existing founda-
tion's assets are significantly increased because of a contribution,'
the committee believes that the payout rules should permit such a
foundation to establish set-aside programs for projects which are
designed to run several years and which require foundation moni-

'The present law's definition of "distributable amount" is modified by section 1004 of
the bill. (This is described below In 4. Reduction in Mandatory Payout Rate for Private
Foundation.)'

The statute permits the Service to extend the payout period 'Tor good cause
shown e .

'In one ease that has been brought to the committee's attention, reeipt of a bequest
caused a foundation's assets to grow from about $100 million to about $1 bill on.

72-261 0 - 70 - 38



touring. As a result of the present set-aside rules, new foundations and
some existing ones whose assets are suddenly and significantly in-
creased may be subject to penalties for failure to fulfill payout re-
quirements, if their new set-aside programs do not receive timely,
advance service approval. The rules thus deter such foundations from
instituting the type of lon-term supervised projects conducted by
many major foundations and otherwise generally favored by the In-
ternal Revenue Code provisions on private foundations.

Explanation of provision
The committee amendment modifies the set-aside rules for private

foundations to permit a foundation to treat as a current charitable
expenditure under temporary, relaxed set-aside rules, an amount set
aside to be paid out over the next five years. However, the foundation
must continue to comply with the ordinary charitable expenditure re-
quirements. The House bill contains no corresponding provision.

Under the committee amendment, foundations would be permitted
to set aside for subsequent payment amounts which might other-.
wise be required to be paid out immediately in order to avoid the
penalty tax. By permitting a foundation to make set-asides in certain
limited circumstances without obtaining prior Service approval, the
amendment alleviates a situation which was unforeseen at the time
of the 1969 legislation, that is, the case of a new foundation or cer-
tain existing foundations whose assets are suddenly multiplied many
times over, which finds it is impossible, as a result of the Service's
inaction, to meet the payout requirements in its early years if it uses
the set-aside, because each set-aside grant must be specifically ap-
proved in advance by the Internal Revenue Service.

The private foundations which are expected to receive significant
help from the special set-aside rules in this amendment are new
foundations created after 1971 and existing foundations which com-
plete a qualifying five-year set-aside project in 1976.

The amendment continues present law in requiring, for a set-aside,
that the private foundation establish to the satisfaction of the Internal
Re,,enue Service (1) that the amount will be paid for the specific
project within 5 years and (2) that the project is one which can be
better accomplished by that set-aside than by immediate payment of
funds. However, the amendment provides an alternative to the second
of the above requirements. Under this alternative, the set-aside is to
be allowed if the foundation meets the first of the above requirements
and also satisfies the following standards:

First, the set-aside must be for a project which will not be com-
pleted before the end of the year in which the set-aside is made.

Second, the private foundation must disburse for charitable pur-
poses in each taxable year beginning after December 31, 1975 (or, if
later, after the end of the fourth taxable year following the year in
which the foundation was created 4), not less than the foundation's

' A private foundation is not to be permitted to come under the rules of this provision
unless it qualifies to do so at its first opportunity. For exannule. if a private foundation
that is now in existence were in 1985 to conclude that it wishes to come under the rules
of this provision for automatic set-asides, it is not to then be Permitted to trlansfr some
or all of its assets to a new private foundation and then have the new private foundation
seek to comply with the rules. The "new" private foundation would be regarded fur these
purposes. as having been created not later t a the time the transferor foundation was
treated. See, for example, the provisions of Treasury Regulations I 1.507-3(a).
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distributable amount. (See footnote 1, above). For this purpose, only
actual distributions (cash or its equivalent) that are made in the tax-
able year are to be taken into account. However, for this purpose all
actual distributions are to be taken into account, even though they
may be distributions of amounts that previously were given set-aside
treatment.

The third requirement is that during the four taxable years imme-
diately preceding the foundation's first taxable year beginning after
December 31, 1975 (or, if later, the first four taxable years after the
year of the foundation's creation)', the foundation must actually dis-
tribute for charitable, etc., purposes an aggregate amount not less than
the sum of the following:

80 percent of the first preceding taxable year's distributable
amount, plus

60 percent of the second preceding taxable year's distributable
amount, plus

40 percent of the third preceding taxable year's distributable
amount, plus

20 percent of the fourth preceding taxable year's distributable
amount.

As under the second requirement, all actual distributions made dur-
ing the four-year period, and no others, are to be taken into account.
However, in this case only the aggregate amount is relevant; it is not
necessary, for example, that the distributions be matched to the dis-
tributable amounts for each separate year of the four-year period.

Fourth, if a private foundation fails in any taxable year to disburse
the required amounts of cash or its equivalent and if (1) the failure
was not willful and was due to reasonable cause, and (2) the founda-
tion distributes an amount equal to that which it failed to distribute
during the taxable year within the initial correction period provided
by statute (generally, 90 days after the Service has sent a notice of
deficiency to the foundation, sec. 4942(j) (2)), then that distribution
is to be treated (for purposes of this special set-aside rule) as though
it had been made in the year in which it originally should have been
made. This delayed distribution enables the foundation to continue to
use this special set-aside rule. However, if this short fall in cash dis-
tributions also results in a failureto meet the regular distribution re-
quirements of the law, then the delayed distribution does not enable
the foundation to avoid the 15-percent excise described above, under
present law (unless the foundation also meets the technical require-
ments of sec. 4942(a) (2) of present law).

The fifth standard in the committee amendment in effect gives the
foundation a 5-year carryover of any excess disbursements it may
make in any taxable year beginning after December 31. 1975. As is
the case under the second, third, and fourth standards, only actual dis-
tributions madp. during the taxable year are to be taken into account
for purposes of this carryover.

Effective date
The amendment applies to taxable years beginning on or after

January 1,1975.
Revenue 'effect

T his provision is not expected to have ahy effect on the revenues.



4. Reduction in Mandatory Payout Rate for Private Founda-
tions (sec. 2104 of the bill and sec. 4942 of the Code)

Present law
Under present law (see. 4942), each private foundation ' must dis-

tribute currently for charitable, etc., purposes, the greater of all its
income or a nannually determined variable percentage of its average
investment assets (some times referred to as "noncharitable assets").
Graduated sanctions are imposed in the event of failure to distribute
the required amount. For taxable years beginning in 1976, the applica-
ble percentage is 6.75 percent. This percentage is determined annually
by the Treasury Department, pursuant to statutory authorization, on
the basis of changes in money rates and investment yields, taking into
account a standard of a 6-percent foundation payout rate for 1969 and
comparing money rates and investment yields for 1969 with those for
the immediately preceding year.

The minimum distribution requirement generally must be met for a
year by making the required amount of charitable distributions in that
year or in the following year.

Failure to comply with the minimum payout requirements results
in sanctions against the foundation. The first level of sanction is a
tax of 15 percent of the amount that should have been, but was not,
paid out. This tax is imposed for each year until the private foundation
is notified of its obligation or until the foundation itself corrects its
earlier failure by making the necessary payouts. However, to the ex-
tent the failure to meet the minimum payout requirement results from
an incorrect valuation of the foundation's relevant assets and this in-
correct valuation is not willful but is due to reasonable cause, then the
foundation can avoid the first-level tax by promptly making additional
distributions.

Within 90 days after notification by the Internal Revenue Service
the foundation must correct its failure to make the appropriate chari-
table distributions. This 90-day period may be extended. If the neces-
sary distributions are not made within the appropriate period the
second level of sanctions is imposed-a tax of 100 percent of the
amount required to be paid out. (If an organization persistently vio-
lates the payout rules, a third-level sanction may be imposed, under
which the foundation returns to the Treasury all the income, estate,
and gift tax benefits received by the foundation on any of its sub-
stantial contributors (see. 507).

Reasons for change
The Tax Reform Act of 1969, as reported by the House Committee

on Ways and Means, as passed by the House, and as reported by the
Senate Committee on Finance, provided for an initial applicable per-
centage of 5 percent. This figure was raised to 6 percent by a Senate
floor amendment and this was agreed to in the legislation which was
finally enacted.

The committee has become convinced that its original judgment as
to the appropriate applicable percentage, based upon the economic

' Different rules are provided under existing law for private foundations which ace oper-
atIng foundations. The changes made by this provision affect private operating foundations
only in one respect. This is discussed subsequently.
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conditions of 1969, was correct and that the higher rate provided by
the Senate floor amendment may well have damaging effects on the
continuing viability of many foundations. The use of 1969 money rates
and investment yields for adjusting the annual rate now appears too
limited a base for an economically valid income rate projection. In
addition, changing the rate annually creates significant uncertainty
for foundation managers in planning their grant-making programs.

Explanation of provision
The committee amendment reduces the mandatory annual payout

percentage applicable to private foundations to 5 percent and elim-
inates the authority of the Treasury Department to change that rate
from year to year. The House bill contains no similar provision.

Private operating foundations (sec. 4942(j) (3)) are affected by the
amendment only in that the amendment reduces the minimum payout
requirement of a private operating foundation which qualifies as such
under the so-called "endowment alternative" (sec. 4942(j) (3) (B)
(ii)). To qualify under this alternative an operating foundation must
have an endowment 2 which, assuming a rate of return which is two-
thirds of the minimum payout rate, is no more than adequate to meet
its current operating expenses. The effect of this amendment is to re-
duce the endowment alternative minimum payout rate to 3 percent
(two-thirds of 5 percent).

Effective date
This amendment applies to taxable years beginning after December

31,1975.
Revenue effect

This amendment is not expected to have any effect on the revenues.
5. Reduction of Private Foundation Excise Tax Based on Invest-

ment Income (see. 2105 of the bill and sees. 4940 and 4948
of the Code)

Present law
The Tax Reform Act of 1969 imposed a 4-percent excise tax upon

the net investment income of private foundations (sec. 4940)'.
Reasons for change

At the time of the Tax Reform Act of 1969, the committee concluded
that it was appropriate to impose a tax on private foundations in the
nature of an audit fee, to cover the cost of the Internal Revenue Serv-
ice's administration of the tax laws pertaining to exempt organiza-
tions. The committee also concluded that private foundations should
not be required to pay taxes at such a level as to be contributing to the
general revenues. In other words, in the committee's view, the basic
private foundations tax was to partake of the character of a user
charge, with the foundations suffering the burden of paying the user
charge for the entire exempt organization community (other than
pension, etc., plans).

'Plus any other assets not devoted directly to the active conduct of the activities for
which the orearzatton is organized.Section 4948 imposes a 4-percent excise tax upon the gross investment income derived
from U.S. sources by foreign private foundatiops.



On October 4, 1974, the committee's Subcommitte on Foundations
issued a report which dealt with the tax imposed on private founda-
tions investment income (Cong. Record, October 4, 1974, pp. 518318-
818318). The subcommittee noted that the tax reduces dollar-for-
dollar the amount that private foundations must distribute annually
for charitable purposes. After extensively reviewing the legislative
history of the section 4940 tax, its effect on private foundations, and
the relationship between the revenue generated by the tax and the costs
of supervising private foundations and other exempt organizations,
the subcommittee recommended that the rate of tax imposed by ac-
tion 4940 be reduced from 4 percent to 2 percent.

Revenues and the costs of supervision for fiscal years 1971 to 1975
are summarized in the following tabulation:

Cost of supe n to Wnenf lI ouoService

Revenues fro Pdva found. ' ARNwmpt
Fiscl year ending June 30, m. 4940 Tax don oly oWp=lal

1971 ----------.------------------------ .........-- ---- -- --- $24,589,0 8 B , 6 , 0 S 1% 400, W0
1972 -..----------.---------------------- ........-- - - - - - - - - - 5,0 19,000 19, 00, M
1973 ------------------------------------------------------ 76 617,000 o Ilk 0, 0
1974 ------------------------------------------------ 68 , 24
1975 --------------------------------------- 83,9% 60 7.' 50NO 24.63 88 0

The table reveals that the revenues received by the Government
under the section 4940 tax are at least double the costs to the Internal
Revenue Service of supervising all exempt organizations.

In light of the experience with the tax and the recommendations of
the Subcommittee on Foundations, the committee believes that it is
appropriate at this time to reduce the rate of tax from 4 percent to 2
percent. In taking this action at this time, the committee does not in-
tend to preclude future periodic reexaminations of the relationship
between the revenues raised by this tax and the cost to the Gov-
ernment of administering the tax laws pertaining to private founda-
tions and other exempt organizations.

The committee also is concerned that the Internal Revenue Service
devote adequate resources to the administration of those provisions
of the law. The tax was instituted in the Tax Reform Act of 1969
in order to assure the availability of such resources. The Employee Re-
tirement Income Security Act of 1974 established a separate office in
the Internal Revenue Service to effectively deal with this area and
made a permanent authorization of appropriations to further assure
the availability of sufficient resources to administer these provisions.

The committee expects and intends that the Internal Revenue Serv-
ice report annually to the tax-writing committees on the extent to
which audits are conducted as to the tax liabilities of exempt organiza-
tions, the extent to which examinations are made as to the continued
qualification of such organizations for their respective exempt statuses,
the extent to which Service personnel are given initial and refresher
instruction in the relevant portions of the law and administrative
procedures, the extent to which the Service cooperates with and re-
ceives cooperation from State officials with regard to supervision of
charities and other tax-exempt organizations, the costs of maintaining



such programs at levels which would produce proper compliance with
the laws, the amounts requested by theExecutive Branch for the main-
tenance of those programs, and the reasons for any difference between
the needed funds and the requested amounts. Also, the Internal Reve-
nue Service is to notify the taxwriting committees of any administra-
tive problems that the experienced in the course of its enforcement of
the internal revenue laws with respect to exempt organizations.

Eplanation of provision
The committee amendment reduces the rate of tax imposed under

section 4940 on the net investment income of private foundations from.
4 percent to 2 percent. The same change is made with respect to the
tax on U.S.-source income of foreign private foundations (sec. 4948).
The House bill has no comparable provision.

Effective date
The committee amendment applies to taxable years beginning after

December 31,1976.
Revene effect

It is estimated that this will reduce budget receipts by $35 million in
fiscal year 1978 and $38 million in fiscal year 1981.
6. Extension of Time To Conform Charitable Remainder Trusts

for Estate Tax Purposes (sec. 2106 of the bill and see.
2055(e)(3) of the Code)

Present 1AVw
The Tax Reform Act of 1969 imposed new requirements which

must be satisfied by a charitable remainder trust in order for an estate
tax deduction to be allowed for the transfer of a remainder interest
to charity. Under these new requirements, no estate tax deduction is
allowable for a remainder interest in property (other than a remainder
interest in a farm or personal residence) passing at the time of a
decedent's death in trust unless the trust is in the form of a charitable
remainder annunity trust or unitrust or pooled income fund. These
rules generally apply in the case of decedents dying after December 31,
1969. However, certain exceptions were provided in the case of wills ex-
ecuted or property irrevocably transferred in trust on or before Octo-
ber 9, 1969. In general, these exceptions did not apply the new rules to
these wills until October 9, 1972 (unless the will was modified in the
meantime) to allow a reasonable period of time to take the new rules
into account.

In 1970, the Internal Revenue Service issued proposed regulations
with respect to the new requirements for a charitable remainder
annuity trust or unitrust (under sec. 664 of the code). These regula-
tions provided additional transitional rules allowing trusts created
after July 31, 1969, (which did not come within the statutory excep-
tions) to qualify for an income, estate or gift tax deduction if the
governing instrument was amended jirior to January' 1, 1971. Stdbse-
quently, the dite by which the government instrument had to be
amended was further extended by the Internal Revenue Service.' On

1 T.I.R. 1060 (December 12. 1970) extended the date to June 30. 1971; T.I.R. 1085
(June 11, 1971). extended the date to December 31. 1971 : T.I.R. 1120 (December 17. 1971) ;
extended the date to June 30. 1972; and T.LE. 1182 (June 29. 1972), extended the date
to the 90th day after nal regulations were loned.



August 22, 1972, the Internal Revenue Service issued final regulations
wh further extended the date to December 31,1679. On September 5,
1u72; the Internal Revenue Service published Rev. Rul. 72-395 Which
proiidedsaile, provisions forinclusion in the govfling initriment
of a charit ble remainder trust that could be used to satisfy the
requirements under section 664.

In 1974, Congress extended the date by which the governing instru-
ment of a trust created after July 31, 1969, and before September 21
1974, or pursuant to A will executed before September 21,19742 could
be amended (P.L. 93-483). Under this Act, if the governing instru-
ment is amended to conform by December 31, 1975, to meet the re-
quirements ofsi charitable remainder annuity trust or unitrust or
pooled income fund, an estate tax deduction will be allowed for the
charitable interest which passed in trust from the decedent even though
the interest failed to qualify at the time of the decedent's death.

Where a judicial proceeding is required to amend the governing
instrument, th6 judicial proceeding must begin before December 81,
1975, and the governing instrument must be amended to conform to
these requiiements by e 30th day after the judgment becomes final.

In any case where the governing instrument is amended after the
due date for filing the estate tax return, the deduction willbe allowed
upon the filing of a timely claim for credit or refund (sec. 6511) of an
overpayment. However, no interest will be allowed for the period prir
to the end of 180 days after the claim for credit or refund is filed.

Reason for change
Despite the additional period provided by the 1974 amendment, it

has come to the attention of the committee that there are many wills
becoming effective which provide a charitable remainder which still
do not meet the requirements for qualifications under section 664 for a
charitable remainder annuity trust or unitrust. Moreover, the commit-
tee was informed that there are also a number of trusts and wills which
were drafted after September 21, 1974, which do not comply with the
new rules for the allowance of a charitable deduction for estate tax
purposes.

Tle committee believes it is appropriate to provide an additional
2-year extension to permit wills establishing charitable remainder
trusts to be amended to comply with the 1969 Act rules for a charitable
remainder for estate tax purposes because the policy of these rules is
furthered when such trusts are amended to meet these rules. In addi-
tion, failure to meet these rules results in additional estate taxes that
often are borne substantially by charity.

While your committee believes that an additional extension of two
years is appropriate at this time under the circumstances, the com-
mittee believes that this should be the last extension permitted by
Congress. By the end o* this extension, there will have been eight years
since the general effective date of the new requirements for deduction
under section 2055'(e) of the Code. The committee believes that such an
eight-year period should be more than enough time for taxpayers and
their lawyers to learn the new rules and to implement them into their
estate plans.

Also, the committee intends that the Internal Revenue Service make
every effort to publicize to taxpayers' attorneys, trust companies, etc.,
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the requirements of the 1969 Act with respect to charitable remainder
trusts. The committee solicits the assistance of commercial tax services
in similarly publicizing these requirements.

Explanation of bi41
The committee amendment extends to December 31,1977, the date by

which the governing instrument of a charitable remainder trust
created after July 31, 1969, must be amended in order to qualify
as a charitable remainder annuity or unitrust or pooled income lund
for purposes of the estate tax deduction. The committee amendment
also extends the date in the case of a trust created after July 31, 1969,
pursuant to a will executed before December 31, 1977. Under the
committee amendment, if the governing instrument is amended by
December 81, 1977, to conform to the requirements of a charitable re-
mainder annuity or unitrust or pooled income fund, an estate tax de-
duction will be allowed for the charitable interest which passed in
trust from the decedent even though a deduction originally was not
allowed for this interest because the trust failed to qualify-as a char-
itable remainder trust at the time 0I the decedent's death. This applies
to trusts created after July 31, 1969. For these purposes, a trust which
first became irrevocable, in whole or in part, after thtt date is treated
as having been created after that date.

There is no corresponding provision in the House bill.
Effective date

This amendment applies with respect to decedents dying after
December 31, 1969.

Revenue effect
It is estimated that this provision will decrease budget receipts by

$5 million during fiscal year 1977 and 1978.
7. Income From Fairs, Expositions, and-Trade Shows (sec. 2197

of the bill and sec. 513 of the Code)
Present law

Under present law, the unrelated business income tax applies to
income from the conduct by an exempt organization of an unrelated
trade or business. The term "unrelated trade or business" means any
trade or business the conduct of which is not substantially related
(aside from the need of such organization for income derived from
such trade or business) to the exercise of its exempt purpose. The term
"trade or business" includes any activity which is carried on for the
production of income from the sale of goods or services, The law fur-her provides that, for the purpose of defining the trade or business
activity, the activity is not to lose its identity as a trade or business
merely because it is carried on within a larger aggregate or similar
activities or within a large complex of other endeavors whiqh may
(or may not) be related to the exempt purposes of the organization,

One major purpose of this provision is to make certain that an
exempt organization does not commercially exploit its exempt status
for the purpose of unfairly competing with taxpaying organizations.
An. ample of such activity specifically cited in the law is the carry-
ing of advertising in a journal published by an exempt organization.



Reason or change
It has come to the committee's attention that, in two instances, the

Internal Revenue Service has ruled that activities which are not con-
ducted in competition with commercial activities of taxpaying orga-
nizations are nevertheless considered to be unrelated trade or business
activities which are subject to the unrelated business income tax. In
one case (Rev. Rul. 68-505, 1968-2 C.B. 248), the Service ruled that
an exempt county fair association which conducts a horse racing meet
with parimutuel betting is carrying on an unrelated trade or business
subject to the unrelated business income tax. In another case the Service
has held, in a series of revenue rulings (TIR-1409, 1975-2 C.B. 220-
226), that income that an exempt business league receives at its con-
vention trade show from renting display space may constitute un-
related business taxable income if selling by the exhibitor is per-
mitted or tolerated at the show.

The committee does not believe that the activities dealt with in those
rulings are generally unrelated to the exempt purposes of the organiza-
tions that conduct them. It is customary for tax-exempt organizations
to provide entertainment, incuuding horse racing, at fairs and exposi-
tions in order to attract the public to the educational exhibits on dis-
play. In addition, trade associations use trade shows as a means of pro-
moting and stimulating an interest in, and demand for, their indus-
tries' products in general. They are also able to educate their members
regarding new developments and techniques which are available to the
trade.

In neither case are the exempt organizations exploiting their exempt
status in order to compete unfairly with taxpaying organizations.
Generally, horse racing dates are controlled by state authorities and
are made available on a state-wide basis to only one organization for
any one period. Trade shows are generally conducted only by trade
associations and not by taxpaying entities.

Explanation of provisions
In the case of fairs and expositions, the committee's amendment

applies to an organization which is exempt under section 501(c) (3),
(4) or (5) of the Code (charitable, social welfare, or agricultural) and
which operates a qualified public entertainment activity that meets one
of the following conditions:

(1) the public entertainment activity is conducted in conjunction
with a public international, national, State, regional, or local fair or
exposition;

(2) the activity is conducted in accordance with State law which
permits that activity to be conducted only by that type of exempt orga-
nization or by a governmental entity; or

(3) the activity is conducted in accordance with State law which
allows that activity to be conducted for not more than 20 days in any
year and which permits the organization to pay a lower percentage of
the revenue from this activity than the State requires from other
organizations.

In order to qualify for this treatment, the organization must regu-
larly conduct, as one of its substantial exempt purposes, a fair or expo-
sition which is both agricultural and educational. Thus, a book fair
held by a university does not come within this provision since such a
fair is not an agricultural fair or exposition.



In the case of conventions and trade shows the committee's amend-
ment applies to an orgnization which is exempt under section 501 (c)
(5) or (6) of the Code (generally, unions or trade associations) and
which regularly conducts as one of its exempt purposes a convention or
trade show activity which stimulates interest in, and demand for, an
industry's products in general. In order to constitute a qualifying con-
vention and trade show activity all the following conditions must be
met:

First, it must be conducted in conjunction with an international,
national, State, regional, or local convention or show;

Second, one of the purposes of the organization in sponsoring that
activity must be the promotion and stimulation of interest in, and
demand for, the industry's products and services in general; and,

Third, the show must promote that purpose through the character
of the exhibits and the extent of the industry products displayed.

The conducting of qualified public entertainment activities and
qualified convention and trade show activities is not to subject the
organization to the unrelated business income tax and the conducting
of-such activities is not to affect the tax-exempt status of the
organization.

There is no corresponding provision in the House bill.
Effective dates

This provision applies to taxable years beginning after Decem-
ber 31, 1969, with respect to qualified public entertainment activities
and to taxable years beginning after December 31, 1969, with respect
to qualified convention and trade show activities.

Revenue effect
It is estimated that the revenue impact of these provisions will be

relatively small.



V. AREAS FOR FURTHER STUDY

In several areas the committee has decided that further study is
needed before it can recommend specific tax changes.

The committee has instructed the staff of the Joint Committee on
Taxation to make a study of ways to simplify the tax law and tax
forms. This study is to include the possibility of repealing any or all
tax deductions, exclusions and credits, coupled with a reduction in
tax rates.

The committee plans to make a comprehensive study of the need for
capital by public utilities to determine what the appropriate tax
policy should be for that industry.

The committee has also instructed the staff to make a study of the
possibility of adjusting the tax system for inflation. There are two
types of tax indexing that are to be included in the study. One type
of indexing periodically adjusts all fixed dollar amounts in the tax
system, such as the $750 personal exemption, to take account of infla-
tion. The second type of indexing redefines the measure of income
from capital to take account of the effect of inflation in eroding the
purohasifgpower of a fixed dollar amount of capital.

The committee plans, to study the organization and operation of
the United States Tax Court.

There is to be a study of the proper investment tax credit for the
trucking industry, particularly in comparison to that of the airline
and railroad industries.

In connection with its review of the Highway Trust Fund in 1977,
the committee plans to consider what uses of gasoline and other motor
fuels should be subject to the excise taxes on such fuels. In addition,
the cofiuiiittee is to study the application of the highway use tax to
various types of motor vehicles.

The committee also plans to study the taxation of the unrelated
business income of religious orders, specifically whether the orders
should be permitted to deduct amounts which would be fair
compensation to their members had they been nonclerical persons.

The committee has directed the staff to study problems regarding
the definition of "independent contractors" as contrasted to "em-
ployees." The committee strongly urges the Internal Revenue Service
not to issue retroactive Revenue Rulings in this area until after com-
pletion of the staff study.

(604)



VL COSTS OF CARRYING OUT THE BILL AND VOTE
OF THE COMMITTEE IN REPORTING- H.R. 10612, AS
AMENDED

Revenue cost
In compliance with section 252(a) of the Legislative Reorganization

Act of 1970, the following statement is made relative to the costs
incurred in carrying out the committee's amendment to H.R. 10612.
The committee estimates that the changes in fiscal year budget receipts
made by this bill are those shown in the following table:

in millions of dollars]

isal year
Trrseilrn

Squrter 1977" 198 109 1960 1"6

Tax rcmr proqmr:
bongosU culn8 roMlrois 250 14 2536 8,
e erahn"lon,- -227 ..- 1. 56 -2,89 -3250 -3, 444 -3,75
Total,tax ofw prrperam ------ -43 m1) 41 -160 -128 -263

Muosim of tax cOW: . --.Standard deduct. -------------- 719 -4,146 -4,282 -4,495 -4,721 -4,956
Par cpita lao cred .L- ........ -- 1675 -7,638 - 7 -- ..............................
Earnedincon cP=. L ------------ -695 -1,335 -,282 -1,230 -1,181

Total, individuals ----------- -2,394 -12,479 -5,994 -5,777 -5,951 -6,137
Choanein orporatelaz ra.. -262 -1,676 -2,221 -2,406 -2,579 -2,771
O-percrivstment credit ----------------- 1,300 -3,306 -1Z450 -3,617 -3,814
Total, business --------------- 202 -2,11 -5. 527 -5,866 - -6,196 -5,585
Total, emtron of ax cts ---- -2.650 -15,455 -11,511 -11,643 -12.147 -12,722
Grand total ----------------- 2,609 -14,475 -11,591 -11.003 -12,275 -12,985

The Treasury Department agrees with this statement. Part III of
this report contains a more detailed statement of the revenue effect
of the bill.
Vote of the commitee

In compliance with section 133 of the Legislative Reorganization
Act of 1946, the following statement is made relative to the vote by
the committee on the motion to report the bill. H.R. 10612, as amended
by the committee, was ordered reported by a voice vote.
Toon expenditures

With respect to the effects of the bill on tax expenditures during
the next five fiscal years, the following statement has been received
from the Director of the Congressional Budget Office:

"In accordance with section 403 of the Congressional Budget Act of
1974, the Director of the Congressional Budget Office has examined
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the committee's revenue estimates for all provisions raising or reduc-
ing revenues by $50 million or more in any one of the first A yekrs.after
enactment and agree with the methodology used and the dollar esti-
mafes resulting therefrom. As to provisions which affect revenues by
less than $50 million, no estimate or comparison of the estimates has
been made by the Director of the Congressional Budget Office."



VII. CHANGES IN EXISTING LAW

In the opinion of the committee, it is necessary in order to expedite
the business of the Senate, to dispense with the requirements of sub-
section 4 of rule XXIX of the Standing Rules of the Senate (relating
to the showing of changes in existing law made by the bill, as
reported).
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